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The Legal Responsibilities of 
Bank Directors 


LESTER A. PRATT, C.P.A. 
Washington, D. C. 


Clear responsibility for the management of banks is placed 
firmly and squarely on their directors by both statutory and 
common law. It is not possible for the real owners of a bank— 
its stockholders—to give personal attention to its operation. 
Instead, directors are elected to direct and manage the affairs 
of the bank and to take the responsibility for the results. Even 
though they may delegate performance of the actual functions 


and duties of conducting the business, they cannot delegate 
or evade the responsibility for the results. 

Any bank director who accepts this responsibility lightly 
may be in for an expensive experience. Of course, it is a fact 
that bank directors usually have other broad business and pro- 
fessional interests, which make heavy demands on their time 
and energies. But this does not excuse their inability to exer- 
cise close supervision over the affairs of their bank. Quite the 
contrary! Their very qualifications as competent businessmen 
serve in the eyes of the court merely to impose higher stand- 
ards of diligence and performance than would otherwise be 
the case. 

Directors of a national bank, or a state bank which is a 
member of the Federal Reserve System, may become liable 
for losses sustained by such bank due to some breach of statu- 
tory requirements participated in or assented to by the direc- 
A reprint of this article “The Legal Responsibilities of Bank Directors” may be ob- 


tained without charge by communicating with the author in care of Lester A. Pratt 
& Company, 719 Fifteenth St., N. W., ashington, D. C. 
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tors, or because the directors did not exercise that degree of 
care and prudence required under the common law. Under 
the uniform holding of the American courts in pursuance of 
long accepted legal principles, irrespective of statutes, all banks, 
state and national, are subject to common law liability. 


A CASE IN POINT 


Since the Banking Holiday most of the cases against bank 
directors for negligence of duty have been settled out of court. 
Of those brought before the courts, the most outstanding case 
was that against the directors of the Commercial National 
Bank of Bradford, Bradford, Pennsylvania, which was closed 
by the FDIC as a result of an embezzlement amounting to 
approximately $1 million. The action brought by the FDIC 
(plaintiffs) was to recover from the directors the amount of 
dividends declared at a time when there was no profit or sur- 
plus, and to obtain an accounting of money alleged to have 
been lost by the bank as a result of the directors’ (defendants ) 
negligence in the management of the bank’s affairs. 

The by-laws of the Commercial National Bank provided 
that the entire board of directors should make a careful exam- 
ination of its affairs four times each year and at any other 
times when, in their judgment, it was advisable. Plaintiff's 
evidence indicated that the audits actually made by the di- 
rectors were perfunctory and that they relied heavily upon the 
assistance of the officers and employees whose work was being 
audited. 

In 1920, one Anderson, a bookkeeper, was found to have 
embezzled about $22,000 and full restitution was made. Eleven 
years later, a teller-bookkeeper named Campbell also was 
discovered to be short. An investigation of his accounts was 
directed, but apparently only for the purpose of establishing 
that his shortage exceeded $25,000, the amount of his bond. 
This investigation was made secretly by a committee of four 
employees of the bank and went only far enough to disclose 
that Campbell had manipulated correspondent bank accounts 
so as to conceal defalcations amounting to nearly $80,000. 
Neither the committee of employees, nor the directors made 
any effort to ascertain the full extent of Campbell’s shortage, 
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which actually amounted to nearly $450,000. This was suf- 
ficient to wipe out the profits and surplus of the bank and to 
impair its capital structure. 

Other Defalcations Disclosed 


Judge Maris also pointed out that no effort was made by 
the bank’s directors to determine if its bookkeeping system 
was defective, or to conduct a more accurate audit in view of 
these discovered defalcations. In point of fact, it later ap- 
peared that two members of the committee investigating 
Campbell's accounts had themselves been embezzling. Calkins, 
the assistant cashier, used the same system as Campbell over 
a period of at least five years. Benson, another member of 
the employees’ committee, was responsible for shortages in 
the depositors’ checking accounts. Miller, the receiving and 
paying teller and bookkeeper in the savings department, had 
been embezzling from those accounts for a period of ten years. 
A complete independent audit, it was testified, would have 
disclosed all these peculations. It was also brought out that 
it is the almost universal practice of national banks to have 
such independent audits made periodically. 

On the question of the defendants’ liability for the declara- 
tion of dividends out of capital at a time when there were no 
profits or surplus, Judge Maris referred to 12 U.S. Code, 
Paragraph 93, which imposes personal liability upon the di- 
rectors if they “knowingly” violate the act. Defendants’ argu- 
ment was that, although it was known that losses had been 
sustained, the directors did not know the full amount of the 
losses and, therefore, that they did not “knowingly” violate 
the act. This interpretation of the term was rejected, referring 
to previous decisions. Deliberately refraining from investi- 
gations which it was the directors’ duty to make, the court 
held, must be treated as an intentional violation of the statute, 
and it was concluded: 

“The discovery of the Campbell peculations, following the 
previous Anderson embezzlement, was as clear a warning to 
the directors of the need for thorough and complete audit as a 
notice from the Comptroller of the Currency would have 
been. We think that the evidence produced by the plaintiff, 
indicating that the directors deliberately refrained from utiliz- 








648 THE BANKING LAW JOURNAL 


ing available accounting methods and from employing inde- 
pendent auditors to determine the full extent of the loss to the 
bank at the time of the Campbell defalcations, was sufficient 
to support a finding that the directors knowingly violated the 
statute.” 

Lack of Ordinary Diligence 

As to the common law liability of defendants for lack of 
diligence in the performance of their duties, it was said that, 
until discovery of the Campbell defalcations, they might have 
been justified in considering the perfunctory examination 
which they made as being all that was necessary. However that 
might be, Judge Maris declared, when Campbell's embezzle- 
ment was discovered, it was obvious that the system previously 
followed had not served to reveal the true conditions existing 
in the bank. Ordinary prudence should then have dictated an 
investigation to determine the conditions which made such 
peculations possible, and whether other employees had been 
guilty of similar transactions. 

“It has long been settled,” Judge Maris continued, “that 
bank directors have a duty at common law to exercise ordinary 
care and prudence in the administration of the affairs of their 
bank; in the case before us, we think it might fairly be found 
from the plaintiff's evidence that the directors, if ordinarily 
diligent, would have reached the conclusion that their past 
method of superficial examination of the bank, with complete 
reliance upon the trustworthiness and efficiency of the bank 
employees, was inadequate. Ordinary prudence, in view of the 
almost universal practice among the national banks of the 
country, likewise should have persuaded the directors of the 
need of an independent audit of the bank’s affairs by a com- 
petent outside accountant. Nor are we applying a hindsight 
test of what would amount to a proper degree of due care under 
the circumstances, for the directors were aware of the facts 
immediately after the discovery of the Campbell shortage. 

“It was then obvious that the existing method of supervising 
the bank's affairs was inadequate and that some of the em- 
ployees were dishonest or incompetent or both. Nevertheless, 
the directors did nothing to avoid a repetition of loss to the 
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bank and continued complacently to close their eyes to the 
obvious needs of their institution. It is no defense to aver that 
they did not know of the true state of the affairs which existed 
in the bank, when the need for investigation was so patent 
and the means for knowledge were so readily available. Failure 
to investigate the weakness in the bank’s setup and to take 
the necessary steps to prevent its continuance might well be 
found to be negligence which bore a direct relationship to the 
losses later sustained by the bank through the Calkins, Benson 
and Miller defalcations. . . . 

“We think that the plaintiff's evidence was sufficient to 
support a finding that the directors were remiss in their duties 
when they failed to determine the full extent of the Campbell 
defalcations and failed to revise their perfunctory method of 
examining the condition of the bank after that method was 
shown to be inadequate.” 


STATUTORY LIABILITY 


This liability is predicated upon two statutory provisions, 
one dealing with the violations of the National Bank Act and 
related laws; the other dealing with violations of the Federal 
Reserve Act. 


Violations of the National Bank Act 


If the directors of any national banking association shall 
knowingly violate, or knowingly permit any of the officers, 
agents or servants of the association to violate, any of the pro- 
visions of this title (Title XLII of U.S.R.S., consisting of the 
National Bank Act and related laws), all the rights, privileges 
and franchises of the association shall be thereby forfeited. 
Such violation shall be determined and adjudged by a proper 
circuit, district or territorial court of the United States, in a 
suit brought for that purpose by the Comptroller of the Cur- 
rency, in his own name, before the association shall be declared 
dissolved. And in cases of such violation, every director who 
participated in or assented to the same shall be held liable in 
his personal and individual capacity for all damages which the 
association, its shareholders, or any other person, shall have 
sustained in consequence of such violation. 
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Violations of the Federal Reserve Act 


Should any national or state-member banking association 
in the United States now organized . . . fail to comply with 
any of the provisions of this act, all of the rights, privileges 
and franchises of such association granted to it under the 
National Bank Act, or under the provisions of this Act, shall 
be thereby forfeited. Any noncompliance with or violation of 
this Act shall, however, be determined and adjudged by any 
court of the United States of competent jurisdiction in a suit 
brought for that purpose in the district or territory in which 
such bank is located, under the direction of the Board of Gov- 
ernors of the Federal Reserve System, by the Comptroller 
of the Currency in his own name before the association shall 
be declared dissolved. In cases of such non-compliance or - 
violation . . . every director who participated in or assented 
to the same shall be held liable in his personal or individual 
capacity for all damages which said bank, its shareholders or 
any other person shall have sustained in consequence of such 
violation. 

COMMON LAW LIABILITY 


Directors of state and national banks are under a duty to 
use ordinary care and prudence in the administraiton of the 
affairs of the bank and if through their failure to do so a loss 
to the bank results, they may be held liable for such loss in a 
civil action for damages. In such an action, each director is 
liable in his personal and individual capacity and may be sued 
alone or jointly with other directors. This is true whether his 
liability is based upon failure to perform a statutory duty or 
a common law duty. 


( Briggs v. Spaulding 141 U.S. 182; Rankin v. Cooper, 149 Fed. 
1010; Gamble v. Brown, 29 F. (2d) 366 and supra.; Corsicana 
National Bank v. Johnson, 251 U.S. 68) 


Directors are expected to retain and exercise general super- 
vision over the affairs of the bank and they cannot discharge 
their duty by reposing the entire administration to officers 
selected by them, without supervision or examination; and 
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for failure to exercise reasonable supervision over the conduct 
of such officers and the affairs of the bank, the directors will 
be held liable for losses resulting from such negligence. The 
directors should give personal attention to reports of exam- 
ination and to letters from supervising officials. The Supreme 
Court has held that “disregard of the direction of the officers 
appointed by the law to examine the affairs of the bank is a 
violation of the law. Their directions must be observed.” They 
should also give personal attention to the contents of the 
statements of condition furnished to supervising officials and 
published. Directors are expected to attend the meetings of 
the Board and, even though residing at a distance, the di- 
rectors who fail to attend such meetings may nevertheless be 
held liable for losses sustained due to negligence, for they 
cannot shield themselves from liability by pleading ignorance 
of transactions in which they did not participate, when their 
ignorance is a result of their negligent inattention. 


(Gibbons v. Anderson, 80 Fed. 345, at 349; Robinson v. Hall, 
63 Fed. 222, at 223; Bowerman v. Hamner, 250 U.S. 504, at 513; 
White v. Thomas, 37 F. (2d) 452, at 453; Thomas v. Taylor, 224 
U.S. 73, at 82; Jones National Bank v. Yates, 240 U.S. 541, at 563; 
Ringeon v. Albinson, 35 F. (2d) 758, at 755) 


There are many other illustrations where directors may be 
held liable for losses due to their negligence, for instance: The 
making of loans where the security taken is insufficient; cer- 
tifying or permitting checks to be certified on insufficient or 
overdrawn accounts; failure to appoint a discount and loan 
committee or an examining committee of the directors when 
required by the by-laws or necessitated by the volume of the 
bank's business or failure to see that such committees func- 
tion, if appointed; failure to audit or examine the affairs and 
condition of the bank periodically or cause same to be audited 
or examined; failure to use reasonable efforts to collect slow 
or doubtful assets; permitting improvident expenditures in the 
conduct of the bank’s business; authorizing improvident invest- 
ments. 

The directors may also be liable for allowing improvident 
overdrafts; for damages resulting from failure to charge off 
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assets at the direction of the Comptroller or for representing 
such assets to be good, after such notice; for losses resulting 
from failure to require proper bond covering officers and em- 


ployees of the bank. 


(FDIC, Receiver of Commercial National Bank, Bradford, Pa. 
v. Mason (C.C.A. 3d 1940) 115 F. (2d) 548; McCormick v. King, 
241 Fed. 737, at 743) 


PERSONAL LIABILITY 


The courts have imposed personal liability upon directors 
for violations of the national banking statutes covering the 


following: 
Excessive Loans and Investments 


With certain exceptions, the National Bank Act forbids a 
national bank to make loans to a single borrower in excess 
of 10 per cent of its capital stock and surplus. Where the di- 
rectors assent to the making of loans in excess of the maximum 
permissible amount, they may be held liable for any losses 
sustained, regardless of their motives, or the financial stand- 
ing of the borrowers at the time the loans were made, or the 
value of any security taken; and such liability will not be 
limited to the portion of the loans in excess of the prescribed 
limit but may include the whole amount plus interest and less 
any recovery on the loans. Liability cannot be avoided by 
resorting to a colorable loan to two or more persons closely 
affiliated in interest to avoid the appearance of an excessive 
loan. 

Similar liability may be incurred by directors for violation 
of other sections of the Act restricting loans and investments 


by national banks. 


(Corsicana National Bank v. Johnson, 251 U.S. 68; Ranking v. 
Cooper, 149 Fed. 1010; Gamble v. Brown, 29 F (2d) 366; Hughes 
v. Reed, 46 F. (2d) 435) 


False Reports 


The Act requires the publication and submission to the 
Comptroller of the Currency of certain reports of the condition 
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of national banks and their affiliates. If the directors knowingly 
authorize or acquiesce in the making of false reports they may 
become civilly liable to any person who is injured by relying 
on such published reports. 


(Chesbrough v. Williams, 244 U.S. 72; Yates v. Jones National 
Bank, 206 U.S. 158; Jones National Bank v. Yates, 140 U.S. 541) 


Improper Dividends 


There are certain circumstances in which dividends may be 
declared upon national bank stock. If the directors pay divi- 
dends contrary to these provisions or others relating to that 
subject, they may incur personal liability for damages sus- 
tained by the bank as a result. It is to be noted that although 
these sections of the National Bank Act impose liability upon 
directors only if they “knowingly” violate the statutory pro- 
visions in declaring or paying dividends, the courts construe 
the word “knowingly” very broadly. For instance, if bank 
directors deliberately refrain from investigating a matter 
which it is their duty to investigate, or, having knowledge of 
facts which put them on notice of irregular or criminal acts, 
they refrain from utilizing available accounting methods and 
from employing independent auditors to determine the full 
extent of the loss to the bank, any resulting violation of the 
statute may be regarded as “in effect intentional” or as having 
been committed “knowingly.” 


(FDIC, Receiver of the Commercial National Bank of Brad- 
ford, Pa., v. Mason (C.C.A. 3d 1940) 115 F. (2d) 548) 


OTHER STATUTORY VIOLATIONS 


In addition to the above examples, directors may also be 
liable for losses sustained by the bank or its depositors as the 
result of violations of any other laws applying to the conduct- 
ing of bank operations, such as limiting the extent to which 
interest may be paid on deposits, limiting the extent to which 
loans may be made to officers of the bank and forbidding banks 
which are members of the Federal Reserve System to act as 
agents for other parties in making loans to brokers collateral- 
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ized by investment securities, or violations of any other pro- 
visions of the National Bank Act or the Federal Reserve Act. 
Furthermore, directors are responsible for losses resulting 
from ultra vires transactions (that is, transactions which are 
beyond the powers conferred upon the bank) in which they 
participated. 


(Cockrill v. Abeles, 86 Fed. 505) 


ANOTHER CASE IN POINT 


In most suits brought against directors, the issues involve 
both liability for statutory violations and common law lia- 
bility for negligence. The following case is of particular interest 
because of the clear enunciation of the principles bearing upon 
“directors’ liability.” 

Some years ago there were two banks in a flourishing mid- 
western community. The larger of the institutions was a na- 
tional bank and the other was a state chartered trust company. 
After prolonged negotiations between the respective boards 
of each institution, an agreement was entered into whereby 
the national bank assumed the liabilities and purchased the 
assets of the trust company. Immediately after the consolida- 
tion was effected, the principal officer of the trust company 
was elected vice president of the national bank and placed in 
charge of its operations. 


Approximately eight months after the consolidation, the 
bank closed its doors upon the order of the national bank ex- 
aminer. When the bank examiner made his first examination 
of the bank approximately one month after the consolidation, 
he proved the note case and everything appeared to be in 
order. However, at his next examination, made in the eighth 
month of the consolidated bank’s operations, he found evi- 
dence of notes being held by other banks for collection. Upon 
communication with these banks, the examiner found that 
notes totaling approximately $17,000, were not so held. He 
returned to the bank and, after investigating further, closed 
it. It was apparent that at the time of his first examination, 
worthless notes of the trust company had been in the note 
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case and escaped detection. This substitution was impossible 
to effect at the later examination as the notes would have 
matured in the intervening time. 

The testimony of the special master in the hearing brought 
out that no examination had been made of the assets and lia- 
bilities of the trust company at the time of the merger; neither 
was an examination made after the merger as was provided 
by the by-laws relative to a quarterly examination of the 
bank’s affairs. Such failures were held to be negligence and 
liability was imposed not only upon the old directors of the 
bank but also upon a director who had assumed his role two 
days before the merger was effected. 

At the time of the merger, the contract that was submitted 
to the directors of the bank specified the aggregate amount of 
the notes to be sold by the trust company but did not list 
them or give details. At the meeting at which this contract 
was considered, the directors of the national bank appointed a 
committee to examine the notes and other assets of the trust 
company which were to be transferred. A later meeting was to 
be held at which time the details of the merger would be 
worked out and the details of the report of the committee 
would be attached to the merger agreement. The directors had 
such confidence in the treasurer of the trust company that 
such a meeting was never held and no detailed list of notes 
was ever made. This treasurer, who had been elected vice 
president of the consolidated bank, was placed in charge of 
operations. The notes of the trust company were delivered to 
him, in his capacity as active manager of the consolidated 
bank. At about that time, or shortly thereafter, he took some 
of the notes and misappropriated the proceeds of them. 


Said the court: “. . . It needs no argument to show that 
under these circumstances, the dictates of ordinary care re- 
quired a careful examination of the assets which were offered 
to the bank as consideration for its assumption of substantial 
liabilities.” (The fact is that too much reliance was placed 
upon the ex-treasurer-now-manager’s integrity. ) 

“. . + The directors failed to exercise ordinary business 
caution when they entrusted the custody of the transferred 
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assets to an unbonded officer, himself personally interested in 
the items transferred.” 

“. . . More important was the failure on the part of the 
directors to appoint a committee to examine or audit the 
affairs of the bank. . . . An auditing committee of the bank, 
in the ordinary course of the examination, would have checked 
the memoranda of the notes in other banks for collection . . . 
The directors were culpable in this respect, and are liable to 
the bank for losses which their neglect made possible.” 

The court agreed with the special master’s comment: “It 
cannot be urged that the fraud alleged to have been committed 
by the vice president was so ingeniously devised and concealed 
that the same would have escaped detection had the directors 
been more vigilant, or had proper audits been made of the 
bank’s affairs. . . . Had the directors prudently and carefully 
performed their duties, it is fair to presume either that the 
vice president would not have attempted his dishonest prac- 
tices, or that they would have been detected. The directors’ 
indifference opened the way and the vice-president stepped 
into it.” 

Excessive Loans 


Positive evidence was presented that the discount com- 
mittee did not function during the period after the consolida- 
tion and the closing of the bank. The members were named to 
the committee and met from time to time in the banking room 
to consider the notes that were presented for renewal and for 
discount. The vice president had general charge of the dis- 
counts and did not always consult even the informal commit- 
tee. The board of directors as such never received reports nor 
were they consulted. It is not surprising under these circum- 
stances that improper discounts were allowed and excessive 
loans were made. The board took action the day before the 
bank was closed to charge to profit and loss the sum of more 
than $17,000 composed for the most part of items received in 
the merger or notes subsequently discounted. An examination 
of these items revealed that excessive amounts had been 
loaned to the vice president and his family and to a business 
concern in which he had financial interests. The by-laws of 
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the bank provided that no officer or employee should be al- 
lowed to use the funds of the bank on his own account, without 
the consent of the board or its discount committee. There was 
no difficulty in proving that there had been loans made in 
excess of the statutory allowance. 

At the time of the merger, the loans which the trust com- 
pany had made to its treasurer, his family and his business 
concern, were included in the assets purchased; later other 
loans were made which increased the total indebtedness to 
more than the statutory provisions. An investigation by the 
discount committee, or the directors, would have caused this 
fact to be known. When the bank examiner made his first 
examination, he advised the management that the family of 
the vice president was borrowing undue amounts. The matter 
was called to the attention of the board by the report of the 
examiner and a letter was written to the Comptroller of the 
Currency promising that certain excessive loans should be 
reduced to the limit prescribed by law within thirty days. There 
is no evidence that such was the case. 

The court ruled that “there is no defense of these loans. . . . 
the discounts appear on the books and were not concealed. 
The failure to supervise discounts and examine the books made 
it easy for the vice president to secure the mony for his own 
private enterprise and the directors are liable for the loss.” 

At the time of the merger, there was a draft on a corrspond- 
ent bank in the amount of approximately $7,000. Actually 
the amount on deposit in the correspondent bank to the credit 
of the trust company was a little more than $5,000. The draft 
was received at its face value by the bank and the consolidated 
bank lost a little over $2,000. The directors who were on the 
board at the time of the merger were held responsible for this 
loss because of neglect to investigate this asset and verify the 
true balance on deposit in the correspondent bank. 


Loss Through Embezzlement and Fraud 


In addition to the above losses, the bank sustained losses 
through embezzlements and misapplications of funds by the 
vice president, which would have been covered by a fidelity 
bond if such had been required of him. When the vice president 
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was elected, he was instructed to give bond with some reliable 
surety company in the amount of $10,000 and it was under- 
stood that he would transfer his bond as treasurer of the trust 
company to cover him in his new position. No bond was ac- 
tually obtained. The directors were held negligent and there- 
fore liable for all losses resulting from the officer's embezzle- 
ment and fraud—the three new directors as well as the old 
directors. The court maintained “. . . no experience was 
needed to know that such a bond should have been exacted.” 


CONCLUSION 


Stockholders, when electing directors, do not intend that 
they serve in a purely ornamental capacity. It is their expecta- 
tion that the directors will ascertain the nature of their obliga- 
tions which were assumed upon accepting the office of director 
and that they discharge these duties until they cease to be 
directors. 

After taking the oath, directors should endeavor to deter- 
mine their responsibilities and duties, whether specified by law 
or implied. When these facts are ascertained, if the direc- 
tor is unwilling to accept them, he should resign from the board. 
There is no safe middle course. 

Banks advertise the names of their directors because these 
men are usually the more substantial ones in the community. 
The use of these names is to encourage and maintain the con- 
fidence of the people in the stability and integrity of the in- 
stitution. Every director, therefore, should protect his own 
good name—perhaps his own personal fortune—and the in- 
stitution which he represents by the consistent performance of 
his duties. 











en 


Forged Government Checks: Misallocation 
of Loss by the Federal Common Law 


Forgery of United States checks creates an annual loss of 
approximately two and one-half million dollars." Governed by 
the federal common law of negotiable instruments,’ risk of 


This article is reprinted with the permission of the editors of the YALE LAW 
JOURNAL, published by the Yale Law Journal Company, Inc., New Haven, Con- 
necticut. 


1 Government agents received for investigation 31,931 forged government checks in 
fiscal year 1953-54 and completed investigations of 28,837 forged checks having a 
value of $2,339,660. Src’y Treas. ANN. Rep. 160 (1955). In fiscal year 1954-55, 
33,260 checks were received and 30,177 were investigated. The value of the checks 
investigated was $2,609,335.91. Sec’y Treas. ANN. Rep. 150 (1956). The govern- 
ment’s authority to issue checks is found in the power to contract, which is incidental 
to governmental sovereignty. See United States v. Tingey, 30 U.S. (5 Pet.) 115, 
127-28 (1831); Neilson v. Lagow, 53 U.S. (12 How.) 98, 107 (1851). The United 
States may enter into any contract not specifically prohibited by statute or by the 
Constitution, whether or not the particular contract is por weeds § by statute. United 
states v. Wolper, 86 F.2d 715 (2d Cir. 1936). Congress may issue negotiable or 
non-negotiable commercial obligations. United States v. Janowitz, 257 U.S. 42, 45 
(1921) (war savings certificates); Legal Tender Case, 110 U.S. 421, 444 (1884) 
(treasury notes); Security Nat'l Bank v. People’s Bank, 287 Mo. 464, 473, 230 S.W. 
87, 89-90 (1921) (liberty bonds). Courts have never doubted that government 
checks were intended to be negotiable. 


2 Federal common law governs the rights and duties of the government on its own 
checks. Clearfield Trust Co. v. United States, 318 U.S. 363 (1943); National Metro- 
politan Bank v. United States, 323 U.S. 454 (1945); United States v. Continental- 
American Bank & Trust Co., 175 F.2d 271 (5th Cir.), cert. denied, 338 U.S. 870 
(1949); BraNNAN, NEGOTIABLE INSTRUMENTS 108 (7th ed., Beutel 1948) 
(hereinafter cited as BRANNAN); Pofcher, The Choice of Law, State or Federal, in 
Cases Involving Government Contracts, 12 La. L. Rev. 37, 43 (1951); Comments, 
53 Cortum. L. Rev. 991 (1953), 30 One. L. Rev. 164 (1951). 


Use of federal law is based on: (1) the need for uniformity in interpretation of 
the government’s rights and duties, Clearfield Trust Co. v. United States, supra at 
367; Gorrell and Weed, Erie RR: Ten Years After, 9 Ono St. L.J. 276, 296 (1948); 
cf. United States v. Standard Oil Co., 332 U.S. 301, 307 (1947); (2) the fact that 
the rights are federally created, see United States v. Independent School Dist. No. 
1, 209 F.2d 578 (10th Cir. 1954); Comment, 40 Corneii L.Q. 561, 577 (1955); 
cf. Garrett v. Moore-McCormack Co., 317 US. 239, 245 (1942); and (3) the 
presence of the United States as a party, Moore, COMMENTARY ON THE JUDICIAL 
Cove 344 (1949); see United States v. County of Allegheny, 322 U.S. 174, 183 
(1944). Courts have fashioned the federal common law of commercial paper from 
the law merchant of the Swift v. Tyson era, Clearfield Trust Co. v. United States, 
supra at 367, and the NecotiaBLe INstruMENTs Law (hereinafter cited as NIL), 
New York, N.H. & H.R.R. v. RFC, 180 F.2d 241, 244 (2d Cir. 1950). 


Suits between private parties on government checks are governed by state law 
when they involve questions “essentially of local concern.” Bank of America v. 
Parnell, 352 U.S. 29 (1956) (burden of proof), 10 Vann. L. Rev. 616 (1957), 56 
Cotvum. L. Rev. 438 (1956), 1 Vittanova L. Rev. 344 (1956). For cases reaching 
the same result without considering the choice of law problem, see Oquendo v. Fed- 
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loss, following the chain of title in a succession of lawsuits, may 
temporarily rest on a number of parties. But the ultimate risk 
will fall on the party who must pursue his remedy against the 
forger.* Both drawer and drawee of its own checks, the gov- 
ernment, as drawee, will bring the first suit to recover payment 
from the party, ordinarily a bank, that presented the forged 
check. And the resolution of this action determines where 


eral Reserve Bank, 98 F.2d 708 (2d Cir.), cert. denied, 305 U.S. 656 (1938) 
(authority to endorse); McMurray v. Rhode Island, Inc., 117 A.2d 114 (D.C. Munic. 
Ct. 1955) (same); McCollum v. Graber, 207 Ark. 1053, 184 S.W.2d 264 (1944) 
(status as holder in due course); Bryant v. McGowan, 151 Pa. Super. 529, 30 
A.2d 667 (1943) (status of payee). But even in a suit between private litigants, 
federal law determines issues on the nature of the rights and obligations created 
by the government paper itself, Bank of America v. Parnell, supra at 34 (whether 

mmment bonds were overdue), and those involving a “federal interest” in uni- 
aay of interpretation, United States v. Dauphin Deposit Trust Co., 50 F. Supp. 
73 (M.D. Pa. 1943) (transferability of United States savings bonds); Stephens v. 
First Nat’l Bank, 65 Nev. 352, 196 P.2d 756 (1948) (same). Federal law will 
be used to achieve uniformity even though contrary to state policy. Succession of 
Tanner, 24 So.2d 642 (La. 1946); Ervin v. Conn, 225 N.C. 267, 34 S.E.2d 402 
(1945); Jones, United States Savings Bonds, Series E, F and G, 11 Mp. L. Rev. 265 
(1950). The tenuous distinctions drawn in the few reported decisions make it difficult 
to — which issues involved in private suits will be subject to federal law. For 
a ion of the choice of law problem in allied fields, see Notes, 105 U. Pa. L. 
Rev. 266 (1956) (Farmers Home Administration Act,) 55 Corum. L. Rev. 574 


(1955) ( Veterans’ = Housing Act). 


Private notes or ever, remain subject to state law even though the 

United States is a party. United States v. Hansett, 120 F.2d 121, 122 (2d Cir. 
1941); United States v. Skinner, 187 F. Supp. 234 (D. Idaho 1956); United States 
v. Klatt, 185 F. Supp. 648 (S.D. Cal. 1955). 
8 Suit against the forger is an unsatisfactory remedy since he may have left the 
jurisdiction, have no funds or have “been hanged.” See Price v. Neal, 3 Burr. 1355, 
97 Eng. Rep. 871 (K.B. 1762); Moore, Forgery by Employees, 3 THe Practica. 
Lawyer No. 1, pp. 60, 69-70 (Jan. 1957). 


* Normally, a government agency, as drawer, will draw a check on the Treasury 
ent, as drawee. The fact that the government is both drawer and drawee 
of its checks eliminates one step in the procedural chain of recovery through which 
losses from forged checks are ated. In private law, the drawer sues the drawee 
for charging his account with a forged check. Brrrron, Bis anp Nores § 132 
(1948) (hereinafter cited as Brrrron). And the drawee, if: liable, has an action 
against the party who presented the check to it. Comment, 62 Yate L.J. 417, 418 
(1953). But the government, as drawer-drawee, sues a presenting bank directly. 
Where the United States has funds in a private bank, it is treated like any other 
drawer. England Nat'l Bank v. United States, 282 Fed. 121 (8th Cir. 1922); United 
States v. National Exchange Bank, 45 Fed. 163 (C.C.E.D. Wis. 1891). Upon re- 
ceiving cancelled checks from a drawee bank, the government has a duty to ex- 
amine them within a reasonable time to determine whether the drawee has charged 
any forged or altered checks to its account. England Nat’l Bank v. United States, 
supra at 126-27. And failure to make this examination within a reasonable time, or 
to notify the drawee without delay upon discovery of a defective check, is deemed 
a conclusive admission of the account’s correctness. Ibid; Leather Manufacturers’ 
Bank v. Morgan, 117 U.S. 96 (1886); Comment, 6 Ark. L. Rev. 199 (1952). See, 
Ej, 508 (10025; White, In Re: Liabilty of Bank for Payment of Forged or Un 
J. ; te, In Re: B for P. F or Un- 
authorized Checks, 17 Ins. Counset J. 162 (1950). fia 
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the ultimate risk of loss will lie. If the government is success- 
ful, the presenting bank will sue its predecessor in the chain of 
title, and the ultimate risk will be borne by the original taker 
from the forger.* Should the initial action fail, the government 
will bear the risk of loss, suit against the forger becoming its 
sole possibility for relief. Although the courts have not been 
influenced by the general volume of federal check transactions 
to favor the government in any given suit, they have also failed 
to consider its natural capacity for risk distribution as a basis 
for denying recovery.” Rather, losses have been allocated under 
traditional doctrine which determines liability according to the 
type of forgery involved. Occasionally, the risk of loss so im- 
posed is actually based on negligence; more often, the result 
can be attributed only to mechanical application of the doctrine. 


When its signature as drawer is forged, the government 
bears the ultimate risk of loss. Under the “final payment rule,” 


5 See Brrrron § 139. 

Whether or not the government is successful, it will still be liable to the re 
on the underlying obligation. See Rettinghouse v. Krey ow Co., 200 S.W.2d 
584 (Mo. App. 1947) (payee against drawer on underlying obligation); S 
and Morse Lumber Co. v. Eldridge, 171 Mass. 516, 51 N.E. 9 (1898) (dictum) 
(same); Blacker and Shepard Co. v. Granite Trust Co., 284 Mass. 9, 187 NE. 
53 (1933) (payee against drawee for conversion); A. Paul Goodall Real Estate 
& Ins. Co. v. North Birmingham Am. Bank, 225 Ala. 507, 144 So. 7 (1982) (payee 
against drawee for money had and received). See, generally, Kessler, Levi & 
Ferguson, Some Aspects of Payment by Negotiable Instruments: A Comparative 
S , 45 Yate L.J. 1873 (1936). 

6 Comment, 62 Yate L.J. 417 (19538). 
7“[G]reat business houses are held to . . . [the same] responsibility . . . [as] 
small ones. The United States does business on business terms . . . [and] is not 
excepted from the general rule[s] [of negotiable instruments] by the largeness 
of its dealings and its having to employ agents to do what if done by a cipal 
in m would leave no room for doubt.” United States v. National Exchange 
Bank, 270 U.S. 527, 534-35 (1926). When the government becomes a party to 
commercial paper, it yields its position of sovereignty and enters the domain of com- 
merce where it enjoys the same rights and suffers the same responsibilities as 
rivate persons. See, e.g., The Floyd Acceptances, 74 U.S. (7 Wall.) 666, 675 
Py 869); Cooke v. United States, 91 U.S. 389, 398 (1875); United States v. Guaranty 
Trust Co., 293 U.S. 340, 350 (1934). See, generally, Wachtell, Sovereign Immunity 
and Its Application to Commercial Paper, 6 BrooxLyn L. Rev. 1 (1936); Develop- 
ments in the Law—Remedies Against The United States and Its Officials, 70 Harv. 
L. Rev. 827, 884 (1957). The United States would probably have to subject itself 
to the usual rules of commercial paper in any event or parties would be reluctant to 
accept government checks. See, e.g., Finley v. United States, 130 F. Supp. 788 
(D.N.J. 1955). 

Congress has removed the usual sovereign immunity from suit in the area of 
government check transactions. See the Tucker Act, 28 U.S.C. § 1491(4) (1952), 
making the government amenable to suit on express and implied contracts. 

No case has been found in which the court has considered risk-distribution as a 
basis of government liability. 
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it cannot recover sums expended in cashing such a check from a 
good faith presenting bank.* As drawee, the government is 
held to knowledge of the drawer signatures of authorized 
agents.’ Paying a check bearing a forged signature thus be- 
comes negligence estopping the government from relying on 
the forgery in a suit against the bank.” Similar reasoning is 
used to defeat claims for overpayment of a raised check. Since 
the government “knows” the amount of its checks, payment 
estops it from later questioning the face value.” 

On the other hand, paying a check bearing a forged endorse- 
ment does not automatically preclude recovery by the govern- 
ment.”? In presenting this type of forged check for payment, 
a bank impliedly warrants its title."* But since a forged endorse- 
ment does not convey title, this warranty is breached. In addi- 
tion, the defect in title constitutes a lack of consideration which, 
voiding the transaction, enables the government to recover for 
money had and received.’* Moreover, modern Treasury regu- 
lations furnish an additional remedy by requiring an express 


8 United States v. Chase Nat’l Bank, 252 U.S. 485 (1920); Bank of United States 
v. Bank of Georgia, 23 U.S. (10 Wheat.) 333 (1825). See Brirron §§ 133, 135-36; 
Aigler, The Doctrine of Price v. Neal, 24 Micn. L. Rev. 809 (1926); Note, 2 U. 
Cinn. L. Rev. 299 (1928). 

Negligence of a — in receiving a forged check will make it liable to the 
government. See United States v. Chase Nat'l Bank, supra at 495-96 (dictum); 
Comment, 48 ILL. L. Rev. 823 (1949). 

The federal courts have refused to extend the final payment rule to postal money 
orders. Bolognesi v. United States, 189 Fed. 385 (2d Cir. 1911); United States v. 
Northwestern Nat'l Bank & Trust Co., 35 F. Supp. 484 (D. Minn. 1940). But see 
United States v. Citizens and So. Nat’l Bank, 144 F. Supp. 601 (S.D. Ga. 1956). 
® United States v. Chase Nat'l Bank, supra note 8, at 496; United States v. Bank 
of New York, 219 Fed. 648, 650 (2d Cir. 1914). 

10 Cooke v. United States, 91 U.S. 389, 397 (1875) (dictum). 

11 United States v. National Exchange Bank, 270 U.S. 527 (1926), 26 Coium. L. 
Rev. 1030 (1926), 11 Miyn. L. Rev. 68 (1926); Wells Fargo & Co. v. United States, 
45 Fed. 337 (C.C.N.D. Cal. 1891) (dictum). Generally, a drawee is not charged 
with knowledge of the amount of a drawer’s checks. Brrrron § 140. Consequently, 
a drawee can recover the amount that a check has been altered, even from a good 
faith purchaser. Woodward, The Risk of Forgery or Alteration of Negotiable In- 
struments, 24 Coitum. L. Rev. 469, 474 (1924). But the United States, since it is 
both drawer and drawee, is considered similar to a maker paying his own altered 
note. See 35 Yate L.J. 1009, 1010 (1926). 

12 The majority of forged government checks bear forged endorsements. See SEc’y 
Treas. ANN. Rep. 113 (1956). 

13 United States v. National Exchange Bank, 214 U.S. 302, 319 (1909). 

14 Jd. at 316; Leather Manufacturers’ Bank v. Merchants’ Bank, 128 U.S. 26, 35 
(1888); Ladd & Tilton Bank v. United States, 30 F.2d 334, 3387 (9th Cir. 1929); 
United States v. National Bank of Republic, 141 Fed. 208, 209 (C.C.D. Mass. 1902); 
United States v. Story, 34 F. Supp. 571 (M.D. Tenn, 1940). 
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anty of prior endorsements on presentation of a government 
check.’* This guaranty warrants all prior endorsements effect- 
ive to give the holder legal title and the coincident right to en- 
force payment."* Since a forged endorsement cannot convey 
these rights, presenting the check for payment also breaches the 
express guaranty.” 
The government's right to sue the presenting bank for breach 
of express guaranty or implied warranty is restricted by a sta- 
tute of limitations and the operation of laches. The period of 
limitation expires six years after accrual of the government's 
cause of action.’* Since the guaranties of prior endorsements 


1531 C.F.R. § 202.25(c) (1949). 

At common law, a drawee who paid a check bearing a forged endorsement could 
not recover the amount of the check from an agent presenting bank which had re- 
mitted the proceeds to its principal. United States v. American Exchange Nat'l Bank, 
70 Fed. 232 (S.D.N.Y. 1895); Woopwarp, Quast Contracts § 27 (1913). The 
express guaranty of prior endorsements made a presenting bank liable to the drawee, 
regardless of such remission. Philadelphia Nat'l Bank v. Fulton Nat'l Bank, 25 F.2d 
995 (N.D. Ga. 1928); 20 One. L. Rev. 80 (1940). 

If a government check is drawn payable to the drawer himself, the guaranty 
includes the drawer’s endorsement. 31 C.F.R. §§ 202.25(c), 202.27 (1949). This 
could be interpreted to restrict the final payment rule, see text at notes 8-11, where 
a party forges a drawer’s signature and makes the check payable to that drawer. An 
endorsement of the drawer's name by the defrauding party is a forgery. Hence, 
the government could sue a presenting bank for breach of its guaranty of the 
drawer’s endorsement. Absent an express overruling of the final payment doctrine, 
however, the regulation should apply only to cases involving a valid drawer’s sig- 
nature. Even if the regulation was not intended to be so limited, the guaranty should 
have no effect since forgery of the drawer’s signature makes the check wholly in- 
operative. See United States v. Chase Nat'l Bank, 252 U.S. 485, 495-96 (1920) 
(government denied recovery where both drawer’s and payee’s signatures forged 
and names were the same); NIL § 23. 


16 United States v. Guaranty Trust Co., 293 U.S. 340, 349 (1934). The guaranty 
does not extend to warranting a payee’s legal status, such as widowhood, which is 
a condition precedent to the payee’s receiving a check from the government. United 
States v. Peoples-Pittsburgh Trust Co., 34 F. Supp. 230 (W.D. Pa. 1940), 7 U. 
Pirr. L. Rev. 51 (1940); United States v. Liberty Ins. Bank, 26 F.2d 493 (W.D. 
Ky. 1928). Nevertheless, the government can recover money paid to a holder who 
knows that the payee is not entitled to the check because of a change in status. 
United States v. Michaelson, 58 F. Supp. 796 (D. Minn. 1945). 


17 National Metropolitan Bank v. United States, 323 U.S. 454 (1945); Clearfield 
Trust Co. v. United States, 318 U.S. 363 (1943). 
For a general discussion of the actions for breach of implied warranty and ex- 
ty, see Brrrron § 139; Dahlin, What Bankers Should Know About 
Forged Endorsements, 73 Banxinc L.J. 394 (1956); Corker, Risk of Loss from 
Forged Endorsements, 4 Stan. L. Rev. 24 (1951); Kessler, Forged Indorsements, 
47 Yate L.J. 863 (1938); Note, 22 U. Cin. L. Rev. 219 (1953). 


1860 Srat. 31 (1946), 31 U.S.C. §129 (1952). “The general purpose of this 
legislation is to provide relief for banks, merchants, and others handling Government 
checks by limiting the time within which the Government may bring action to re- 
cover the proceeds of such checks by reason of a forged endorsement or unauthorized 
signature. H.R. Rep. No. 101, 79th Cong., Ist Sess. 2 (1945). The statute of limita- 
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and title are breached when the check is cashed, and the right 
to sue is not dependent on notice or demand, the cause of 
action is complete at the date of payment.’® Within the limita- 
tion period, prompt discovery of a forgery is not a condition 
precedent to suit by the government.” Once a forgery has been 
discovered, however, failure to give prompt notice to a present- 
ing bank may operate as laches.” Thus recovery by the govern- 
ment will be barred where the delay in notice causes damage— 
loss of recourse against prior endorsers — to the presenting 


bank.” 


Moreover, timely suit may fail under the “impostor rule,” 
which prevents recovery when the government itself created 
the risk of loss. Inducing the government to issue him a check 


tions has been interpreted to have retroactive effect. United States v. Union Planters 
Nat’l Bank & Trust Co., 175 F.2d 684 (5th Cir. 1949). 

If a party liable for presenting a forged check fraudulently conceals the cause 
of action from the United States, a suit by the government may be brought within 


two ber after the discovery of such cause of action. 60 Stat. 31 (1946), 31 
U.S.C. § 181 (1952). 
When the government becomes the holder of a private note or check, it is 
considered acting in a “sovereign yon ” and thus exempt from the operation of 
nit 


laches or any statute of limitations. States v. Thompson, 98 U.S. (1878); 
Person v. United States, 112 F.2d 1 (8th Cir. 1940); United States v. Thomas, 107 
F.2d 765 (5th Cir. 1939). However, transfer of a commercial instrument, on which 
the statute of limitations has already run, to the United States will not give the 
government an enforceable claim. See Guaranty Trust Co. v. United States, 304 
U.S. 126 (1938); United States v. Buford, 28 U.S. (3 Pet.) 12, 29-30 (1830). 

19 Clearfield Trust Co. v. United States, 318 U.S. 363, 368 (1943); Leather Manu- 
facturers’ Bank v. Merchants’ Bank, 128 U.S. 26 (1888); United States v. City Sav. 
Bank & Trust Co., 73 F.2d 486, 487 (6th Cir. 1934); United States v. National 
Bank of Republic, 141 Fed. 208, 209 (C.C.D. Mass. 1902). See also Note, Application 
of ry of pega to Forged Indorsements in Check Collection Cases, 47 YALE 
L.J. 827 (1988). 


20 National Metropolitan Bank v. United States, 323 U.S. 454, 457 (1945), 7 Ga. 
B.J. 483. 


21 Ladd & Tilton Bank v. United States, 30 F.2d 334 (9th Cir. 1929) (delay of 
nineteen months); United States v. Clinton Nat’l Bank, 28 Fed. 357 (C.C.S.D. Iowa 
1886) (ten years); United States v. National Rockland Bank, 35 F. Supp. 912 (D. 
Mass. 1940) (ten years); United States v. National City Bank, 28 F. Supp. 144 
(S.D.N.Y. 1989) (three and one-half years); United States v. Citizens Union Nat'l 
Bank, 40 F. Supp. 609 (W.D. Ky. 1941) (five years, state law applied). See Notes, 
15 Ga. B,J. 243 (1952), 10 N.Y.U. Inrra. L. Rev. 263 (1955). 
22 United States v. National Rockland Bank, supra note 21 (bankruptcy of prior 
potion) s United States v. National City Bank, supra note 21 (same). But see Fulton 

at’l Bank v. United States, 197 F.2d 763 (5th Cir. 1952) (running of state statute 
of limitations), 837 Minn. L. Rev. 201 (1953). 

Mere delay, without any damage to a party, will not operate as laches against the 

a Clearfield Trust Co. v. United States, 318 U.S. 363, 369 (1943); 

nited States v. National Exchange Bank, 141 Fed. 209 (C.C.D. Mass. 1905); 
United States v. National Park Bank, 6 Fed. 852 (S.D.N.Y. 1881). See Note, 55 
Coium. L. Rev. 1177, 1181-82 (1955). 
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by misrepresenting his identity, an impostor acquires legal 
title.* His subsequent endorsement in the assumed name is not 
a forgery, since the government intended to make the check 
payable to him.** So expressed, the impostor rule precludes 
the government's recovery against the presenting bank.” For 
the latter warranted the check was properly endorsed, not 
honestly obtained.** The government's negligence in allowing 
the impostor’s fraud is thus employed to defeat its claim.” If 


23 See United States v. Continental-American Bank & Trust Co., 175 F.2d 271 (5th 
Cir.), cert. denied, 338 U.S. 870 (1949). 

24 United States v. Continental-American Bank & Trust Co., 161 F.2d 935, 936 (5th 
Cir. 1947) retrial, 79 F. Supp. 450 (W.D. La. 1948) aff'd, 175 F.2d 271 (5th Cir.), 
cert. denied, 338 U.S. 870 (1949); United States v. First Nat’l Bank & Trust Co., 92 
F. Supp. 356, 358 (W.D.N.C. 1950). United States v. Bank of North Wilkesboro, 
183 Fed. 759, 760 (4th Cir. 1910); United States v. National Exchange Bank, 45 
Fed. 163, 166 (C.C.E.D. Wis. 1891). 

The government has argued that a disbursing agent has no authority to issue a 
check to other than a real beneficiary and, therefore, cannot intend to make a 
check payable to an impostor. See, e.g., United States v. First Nat’l Bank, 131 F.2d 
985, 989 (10th Cir. 1942), cert. denied, 318 U.S. 774 (1943). But the courts have 
refused to assume that the agent could not have intended to give a check to the 
impostor merely because he had no legal authority to do so. Instead, they derive 
the requisite intent from the physical transfer of the instrument. United States v. 
Continental-American Bank & Trust Co., supra at 937; United States v. First Nat'l 
Bank, supra at 989. 


25 United States v. Continental-American Bank & Trust Co., 79 F. Supp. 450, 454 
(W.D. La. 1948), aff'd 175 F.2d 271 (5th Cir.), cert. denied, 338 U.S. 870 (1949), 
21 So. Cauir, L. Rev. 280 (1948), 34 Va. L. Rev. 85 (1948); United States v. First 
Nat'l Bank, supra note 24, 41 Micu. L. Rev. 1195; United States v. National Ex- 
change Bank, supra note 24. In a few early cases the courts refused to apply the 
impostor rule. See Onondaga County Sav. Bank v. United States, 64 Fed. 703, 705 
(2d Cir. 1894); United States v. Canal Bank & Trust Co., 29 F. Supp. 605 (E.D. La. 
1939); United States v. National City Bank, 28 F. Supp. 144 (S.D.N.Y. 1939). 
Usually the impostor fraudulently obtains a certificate, such as an Adjusted Serv- 
ice Certificate, which entitles the Soom aa designated therein to a government 
check. He then represents himself as the beneficiary to a government agency. On the 
basis of the certificate, and a possible notarized statement that he is the beneficiary, 
the agency will issue a check to him. See, e.g., United States v. Continental-American 
Bank & Trust Co., 79 F. Supp. 450 (W.D. La. 1948), aff'd, 175 F.2d 271 (5th Cir.), 
cert. denied, 338 U.S. 870 (1949). For general discussion of the impostor rule, see 
Abel, The Impostor Payee: Or, Rhode Island Was Right, 1940 Wis. L. Rev. 161, 
362; Witherspoon, What is The Impostor Rule? 51 Com. L.J. 137 (1946); Notes, 
8 U. Fra. L. Rev. 129 (1950), 36 Geo. L.J. 427 (1948), 7 Brooxiyn L. Rev. 220 
(1937). 
26 United States v. First Nat'l Bank & Trust Co., 92 F. Supp. 356, 359 (W.D.N.C. 
1950); United States v. Continental-American Bank & Trust Co., supra note 25, at 
454. 
27 The government is under a duty to ascertain the party entitled to a government 
check. United States v. National Exchange Bank, 45 Fed. 163, 166-67 (C.C.E.D. 
Wis. 1891). Delivering a check to an unentitled person is negligence which is 
deemed the cause of any loss. Id. at 167; United States v. First Nat'l Bank & Trust 
Co., 17 F. Supp. 611, 613-14 (W.D. Okla. 1936). Moreover, a government agency 
expects a party to pay a check on the same identification pee proofs which in- 
duced the agency to issue the check. United States v. First Nat'l Bank, 131 F.2d 
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the presenting bank failed to exercise reasonable care in receiv- 
ing a check from an impostor or negligently contributed to his 
fraud, however, the government will be allowed to recover.” 


Liability under the impostor rule gives way to the negligence of 
the bank which is deemed to have caused the risk of loss.” 


Often, the government's negligence has not been recognized 
in cases seemingly within the scope of the impostor rule. Where 
a check payable to a named payee is erroneously delivered to 
another person with the same or similar name, the impostor rule 
does not bar recovery by the government.” And the govern- 
ment has been allowed recovery for paying a check issued to an 
impostor but endorsed in the assumed name by another party.” 
Although the endorsement in each of these cases is a forgery, 
and the results could thus be explained in terms of defective 
title, the courts have still overlooked the government's negli- 
gence in delivering and issuing such checks.” 


Further, the “fictitious payee rule,” regularly utilized to al- 
locate private forgery losses on the basis of negligence, has 
been rejected by the federal courts. When an employee fraudu- 
lently draws checks to non-existent payees and endorses them to 


985, 989 (10th Cir. 1942), cert. denied, 318 U.S. 774 (1943). A bank relying on 
these means of identification in cashing an “impostor” check exercises reasonable 
care and is thereby relieved from liability. United States v. First Nat’l Bank & 
Trust Co., 92 F. Supp. 356, 359 (W.D.N.C. 1950). 

For a negligence approach to the impostor rule in state law, see, e.g., Santa 
Maria v. Industrial City Bank and Banking Co., 326 Mass. 440, 95 N.E.2d 176 
(1950); Comment, 62 Yate LJ. 417, 427-28 (1953). 

28 Fulton Nat’!] Bank v. United States, 107 F.2d 86 (5th Cir. 1939) (failure to exer- 


cise reasonable care in identifying intended payee): United States v. Michaelson, 58 
796 (D. Minn. 1945) uld have known impostor not entitled to 


F. Supp. 

check). United States v. First Nat'l Bank, 124 F.2d 485 (10th Cir. 1941) (bank 
certified that impostor was person he pretended to be). 

29 United States v. First Nat’l Bank, 124 F.2d 484, 488 (10th Cir. 1941). 


8 Fulton Nat'l Bank v. United States, 197 F.2d 763, 764 (5th Cir. 1952); United 
States v. National City Bank, 28 F. Supp. 144, 149-50 (S.D.N.Y. 1939) (dictum). 
Cf. the minority state rule that mailing a check to a wrong party with the same 
name as the intended payee constitutes sufficient negligence to make the drawer 
bear the risk of loss. Keck v. Browne, 314 Ky. 151, 234 S.W.2d 183 (1950), 39 
Ky. L.J. 476 (1951); S. Weisberger Co. v. Barberton Sav. Co., 84 Ohio St. 21, 
95 N.E. 379 (1911); Brrrron § 152. 

31 United States v. Union Trust Co., 189 F. Supp. 819, 822 (D. Md. 1956) (dictum) 
(listing of exceptions to i tor rule). Some state courts have reached a 
conclusion. See, ¢.g., Russell v. Second Nat'l Bank, 186 N.J.L. 270, 55 Ad 211 
(Ct. Err. & App. 1947). 

32 Fulton Nat'l Bank v. United States, 197 F.2d 763, 764 (5th Cir. 1952). 
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his own use, his employer bears the risk of loss under the 
Negotiable Instruments Law.” A check payable to a fictitious 
payee is considered bearer paper so that title passes by de- 
livery.** Thus the employee's forged, but unnecessary endorse- 
ment does not defeat the title of any subsequent holder.” In 
addition, by amendment to the NIL, many states apply the 
fictitious payee rule to cases where one employee fraudulently 


33 Bartlett v. First Nat'l Bank, 247 Ill. 490, 93 N.E. 337 (1910); Snyder v. Corn 
Exchange Nat’! Bank, 221 Pa. 599, 70 Atl. 876 (1908). See, generally, Brrrron § 149; 
Maurice, Check Forgery Claims—Fictitious Payees and Impostors, 1944 Ins. L.J. 201; 
Thayer, Fictitious Payees in Bills of Exchange: A Comparative Study, 25 Ky. L.]J. 
203 (1937); Comment, 18 U. Cu. L. Rev. 281 (1951). 


The NIL is in effect in every state of the union, with the exception of Pennsylvania 
which recently repealed the act and adopted the Uniform Commercial Code. 5 UNi- 
FORM Laws ANN. 6 (Supp. 1956). It is the only uniform law which has received 
unanimous state adoption. Horack, The Future of Uniform Laws—The Commercial 
Code, 9 Onto Sr. LJ. 555 (1948). However, the effectiveness of the NIL’s at- 
tempt to establish a truly national body of law has been questioned. Sterren, Sta- 
TuToRY MATERIAL For Cases ON COMMERCIAL AND INVESTMENT PAPER vi-viii (2d 
ed. 1954). Judicial interpretation and amendments by state legislatures have re- 
sulted in conflicting doctrines. Id. at vi. Moreover, the NIL does not cover the 
entire field of commercial paper. NIL § 196. And in this area, where the law mer- 
chant governs, divergencies among states are frequent. See BRANNAN 72 (confusion 
in the law merchant). 


For discussion of problems of loss allocation under state law see, e.g., BriTTon, 
§§ 133-152; Brannan 437-80; Corker, Risk of Loss from Forged Indorsements, 4 
Stan. L. Rev. 24 (1951); Kessler, Forged Indorsements, 47 Yate L.J. 863 (1938); 
Woodward, The Risk of Forgery or Alteration of Negotiable Instruments, 24 Coium. 
L. Rev. 469 (1924); Comment, Allocation of Losses from Check Forgeries Under 
The Law of Negotiable Instruments and The Uniform Commercial Code, 62 Yau 
L.J. 417 (1953); Comment, 22 U. Cin. L. Rev. 219 (1953). 


34 American Hominy Co. v. National Bank, 294 II]. 223, 128 N.E. 391 (1920); 
Mueller & Martin Co. v. Liberty Ins. Bank, 187 Ky. 44, 218 S.W. 465 (1920); NIL 
§§ 9(3), 30. 

The main problem has been the determination of when a check is payable to a 
fictitious payee. Note, 2 Drake L. Rev. 70 (1952). NIL §9(3) provides: “The 
instrument is payable to bearer: . . . (3) when it is payable to the order of a 
fictitious or non-existing person, and such fact was known to the person makng it so 
payable.” The phrase “the person making it so payable” has been interpreted to 
mean the party who actually drew the check. Kulp, The Fictitious Payee, 18 Micu. 
L. Rev. 296, 304 (1919). Therefore, a check will be payable to bearer only if the 
fraudulent employee himself signs the check with the intent that it be payable to a 
non-existent ay 4 See cases collected in Brannan 324. But negligence in not 
discovering the fraud of his employee may bar the employer from recovery. Id. at 


$23-24. And statutory amendment in many states has extended the rule to other 
cases where the fraudulent employee does not sign the check. See text at notes 36- 
37 infra. 


35 Southall v. Columbia Nat'l Bank, 244 S.W.2d 577, 580 (Mo. App. 1951); Prugh, 
Combest & Land, Inc. v. Linwood State Bank, 241 S.W.2d 83, 87 (Mo. App. 1951). 
Since a check payable to bearer is negotiated by delivery, no endorsement is neces- 
e. See NIL § 30. 


sary to pass tit 
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makes out the checks but another signs as drawer,”* and where 
the defrauding employee induces the drawer to issue checks to 
non-existent payees by supplying a voucher.’ Yet, when a 
government employee fraudulently prepares a series of checks 
payable to fictitious payees, and some other employee signs as 
drawer, the latter's intent to make the checks payable to existing 
persons controls.** Consequently, the paper is considered pay- 
able to order and title will pass only by genuine endorsement.” 
Because a forgery is not a genuine endorsement, the risk of loss 
will fall on the party who took the check from the defrauding 
employee.” And, in the one case in which a government em- 
ployee himself fraudulently signed as drawer, the court held 
the government, not the employee, drawer of the check.’ Since 
defrauding the government was clearly beyond the scope of the 
employee's authority, neither his knowledge that the payee was 
fictitious nor his intent to make the check so payable was im- 
puted to the government, which itself would not intend to draw 


36 Houghton Mifflin Co. v. Continental Ill. Nat'l Bank and Trust Co., 293 Ill. App. 
423, 12 N.E.2d 714 (1938). 

37 Hillman v. Kropp Forge Co., 340 Ill. App. 606, 92 N.E.2d 537 (1950); Citizens 
Loan & Security Co, v. Trust Co., 79 Ga. App. 184, 53 S.E.2d 179 (1949). The 
amendment provides: “. . . the instrument is payable to bearer . . . (3) when it 
is payable to the order of a fictitious or non-existing . . . person . . . and such 
fact was known to the person making it so payable or known to his employee or 
other agent who supplies the name of such payee.” NIL §9(3), as amended, (Em- 
phasis added.) It has been adopted in twenty states. See 5 Unironm Laws ANN. 
24-25 (Supp. 1956); see also Boardman, Proper Construction of The So-Called 
“Bankers’ Amendment” to Section 9(3) of the Negotiable Instruments Act and Its 
Significance Respecting Forgery Claims Under Bankers’ Blanket Bonds, 17 Ins. 
Counse J. 166 (1950). 


38 See National Metropolitan Bank v. United States, 323 U.S. 454 (1945), 31 Va. 
L. Rev. 683 (1945); Washington Loan & Trust Co. v. United States, 184 F.2d 59 
(D.C. Cir, 1943), 31 Gro. L.J. 487; Farmers’ State Bank v. United States, 62 F.2d 
178 (5th Cir. 1932). The subject situation would not ordinarily be covered by the 
fictitious payee rule. See note 34 supra. However, the government would bear the 
ultimate risk of loss if the court found the government negligent or NIL § 9(3) as 
amended incorporated in the federal common law. Ibid. The government has once 
been held liable in a similar situation on the basis of the policy of §9(3), even 
though the amended section was not part of the state law which the court ostensibly 
applied. United States v. Bank of America Nat’! Trust & Sav. Ass’n 47 F. Supp. 279 
(N.D. Cal. 1942). A new trial was granted because of the mandate of C eld 
Trust Co. v. United States, 318 U.S. 363 (1943), see note 2 supra, to apply federal 
law. United States v. Bank of America Nat'l Trust & Sav. Ass'n, 51 F. Supp. 751 
(N.D. Cal. 1943). The final disposition of the case was not reported. 
mie Loan & Trust Co. v. United States, 134 F.2d 59 (D.C. Cir. 1943); 
49 See note 5 supra and accompanying text. 


41 United States v. National Bank of Commerce, 205 Fed. 433 (9th Cir. 1913), 
judgment aff'd on new opinion, 224 Fed. 679 (9th Cir. 1915), cert. denied, 241 
U.S. 658 (1916); Barrron 700-702 & n.3; BRANNAN 330. 





FORGED GOVERNMENT CHECKS 669 


a check to a non-existent person.“? Accordingly, the court held 
the check to be order, not bearer, paper, thus enabling the gov- 
ernment to recover**. A contrary holding would have required 
treating the employee as drawer. In refusing to do so, the 
court departed from the established pattern of state law without 
explanation.“* The fictitious payee rule was thus rejected. 


But allowing the government to recover in fictitious payee 
situations requires disregard of its negligence. Proper examina- 
tion and supervision by government officials could reduce the 
loss caused by the actions of fraudulent employees through 
restricting their opportunities for obtaining fictitious payee 
checks.** Yet the presenting bank which has expressly guaran- 
teed prior endorsements cannot raise want of care on the part 
of government officials as a defense.“* Their negligence is 
deemed insufficient to overcome the bank's breach of its freely 


42 United States v. National Bank of Commerce, 205 Fed. 433, 438 (9th Cir. 1913). 
As a general rule, the government is bound on its checks only when they are drawn 
by authorized agents. The Floyd Acce ces, 74 U.S. (7 Wall.) 666 (1868); Hooe 
v. United States, 218 U.S. 322 (1910); United States v. Jones, 176 F.2d 278 (9th 
Cir. 1949); Street, GovERNMENT LiaBitity, A ComparATIveE Stupy 84 (1953); 
McIntire, Authority of Government Contracting Officers: Estoppel and Apparent 
Authority, 25 Geo. Wasu. L. Rev. 162 (1957). 

Treasury circulars, requiring that checks drawn by government disbursing officers 
be in favor of a named party, bees been interpreted as denying such officers power 
to issue checks payable to fictitious payees. National Bank of Commerce v. United 
States, 224 Fed. 679, 681 (9th Cir. 1915), cert. denied, 241 U.S. 658 (1916); 
Security First Nat’l Bank v. United States, 103 F.2d 188, 189 (9th Cir. 1939) 
(dictum) ( Veterans’ Bureau has no authority to issue checks payable to fictitious or 
non-existent persons). See 31 C.F.R. § 208.4 (1949). This governmental denial re- 
inforces the conclusion that the government would not intend to make checks payable 
to fictitious payees. 

43 United States v. National Bank of Commerce, 205 Fed. 433, 437 (9th Cir. 1913). 


441d. at 438. 
Allowing the government to recover in this case appears to violate established 
yg of federal law as well. The employee who actually drew the check either 
id or did not have authority to do so. If he had authority, his knowledge and in- 
tent would have been imputed to the government as the court itself recognized. 
Ibid. With his intent so imputed, the check would be payable to bearer, and the 
ago could not recover. On the other hand, if the employee did not have au- 
thority, his signing the check would constitute forgery. See United States v. Chase 
Nat'l Bank, 252 U.S. 485, 492-93 (1920). Although the employee’s subsequent 
endorsement would be another forgery, the government would still be barred from 
recovery under the final payment rule. The ner endorsement does not affect the 


— failure as drawee to detect the forged drawer’s signature. United 
tes v. Chase Nat'l Bank, supra at 495-96. 


45 See note 51 infra and accompanying text. 


46 See National Metropolitan Bank v. United States, 323 U.S. 454, 458-59 (1945); 
Washington Loan & Trust Co. v. United States, 134 F.2d 59, 62 (D.C. Cir. 1943). 
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made guaranty.’ Only negligence proximately affecting the 
conduct of a bank in guaranteeing endorsements will bar re- 
covery by the government.“ 


Disregarding the government's negligence undermines a 
basic objective of commercial law through inhibiting the pro- 
motion of sound business practice. By imposing risk of loss on 
those who fail to meet a reasonable standard of care, the com- 
mercial law induces adherence to such practice.“ The aim is 
achieved when the impostor rule bars recovery by the govern- 
ment because of the lack of care with which it issued a check.” 
And utilization of the fictitious payee rule would further im- 
plement this end. The government has the best opportunity 
to avoid any loss that may result from the acts of a fraudulent 
employee. It can make extensive character investigations of 
those it hires, safeguard the disbursing process by audit and 
control, and require fidelity bonds from its employees.” Recog- 
nizing negligence as ground for denying recovery by the gov- 
ernment would stimulate it to take appropriate steps in an effort 
to minimize potential losses.". 


Accordingly, federal courts should adopt the fictitious payee 
rule and give full scope to the impostor rule. The fictitious 
payee rule should apply when the fraudulent employee has the 
questioned check signed by another as well as when he signs 


47 National Metropolitan Bank v. United States, supra note 46, at 458. Considering 
a ty required on presentment for payment as freely made appears question- 
able. See note 15 supra and accompanying text. See also Brief for Appellees, p. 43, 
National Metropolitan Bank v. United States, supra, (Treasury Department practice 
to decline to pay checks presented without of prior endorsements ). 

48 See United States v. National Exchange Bank, 214 U.S. 302, 319 (1909) (dictum). 
49 See, e.g., Untronm Commercial Cope § 3-406; Corker, Risk of Loss from Forged 
Indorsements, 4 Stan. L. Rev. 24, 27-28 (1951); Britton, Negligence in The Law 
of Bills and Notes, 24 Cotum. L. Rev. 695 (1924); Notes, 54 Micu. L. Rev. 996 
(1956), 96 U. Pa. L. Rev. 184 (1947), 27 Va. L. Rev. 108 (1940). 


50 See note 27 supra. 


51 Corker, supra note 49, at 31-32; Moore, Forgery by Employees, 3 Tue Practica 
Lawyer No. I, p. 60 (Jan. 1957); Comment, 18 U. Cur. L. Rev. 281, 288 (1951). 


ap Speman to-ant. hall Belly te beth ingerter end Srthioes payee cases, it 
will not be induced to introduce a program designed to ent the occurrence of 
these cases. If, on the other hand, the government is held liable, it will introduce 
such a program whenever the cost is less than the losses otherwise resulting. More- 
over, the goverament, through its control over the persons issuing these checks, is 
the only party that could introduce a successful program and thus be able to com- 
pare the cost of prevention with the cost of non-prevention. 
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it himself." Secondly, cases of checks delivered to the right 
name but the wrong person and those involving endorsement 
by the impostor’s accomplice should be recognized as within the 
compass of the impostor rule." Since misplaced trust and 
failure to exercise proper supervision are common to all of these 
situations, allowing the rules to bar governmental recovery 
effectuates recognition of negligence as the basis of liability." 
Adoption of these changes would result in the governments 
bearing the risk of loss from forged check transactions at least 
as often as private parties. 


But the unique position of the government as a risk-distribu- 
tor justifies its bearing the risk of loss where private parties 
would not be liable. This result flows from extension of the 
final payment rule to all forgery situations." Thus, the govern- 
ment would be presumed to know the signatures of its payees 
and payment on a forged endorsement would be deemed adop- 
tion of the check as valid.** Admittedly, the possibility of the 
government's actually knowing the signatures of its payees ap- 
pears slight. But actual knowledge of the amount of a check or 
of the signature of a drawer seems equally improbable. Yet 
the government is regularly held to the latter under the final 


53 See notes 33, 36-37 supra and accompanying text. 
54See notes 30, 31 supra and accompanying text. 


55 Absent = negligence on the part of the government, lack of care by any other 
party should relieve it from liability. State courts have occasionally employed such 
a comparative negligence standard in fixing liability. See, e.g., Basch v. Bank of 
America Nat’] Trust & Sav. Ass’n, 22 Cal. 2d 316, 1389 P.2d 1 (1943). For a 
discussion of the problems involved in establishing a standard of reasonable care in 
commercial transactions, see Klaus, Identification of the Holder and Tender of 
Receipt on The Counter-Presentation of Checks, 13 Munn. L. Rev. 281 (1929); 
Comment, 62 Yate L.J. 417, 438-39 (1953). 
56 Placing the loss from check forgeries on the best risk-distributor has been recom- 
mended by several commentators. See, e.g., Corker, supra note 49, at 30-31; Kessler, 
, 47 Yae L.J. 863, 896-97 (1938); Notes, 43 Inu. L. Rev. 823, 
831 (1949), 37 Munn. L. Rev. 201, 204 (1953), 14 U. Cm. L. Rev. 705, 708 (1947). 


57 See text at notes 8-11 supra. 


58 See notes 9, 11 supra and accompanying text. 

The government is not charged with knowledge of the signatures of its payees 
under existing law. Clearfield Trust Co. v. United States, 318 U.S. 363, 369 (1943); 
United States v. National Exchange Bank, 214 U.S. 302, 317-18 (1909) (discussion 
of policy). 

Unless the pacman was presumed to know the signatures of its endorsers as 
well as those of its payees, the taker from the forger would bear the ultimate risk 
of loss when an endorser’s signature was forged. See note 5 supra and accompanying 
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payment rule. The ultimate justification for governmental 
liability under this rule lies in considerations of risk distribution. 
Still, whether the particular loss was caused by forgery of a 
drawer’s signature, an improper endorsement or a raised amount, 
the government has similar likelihood of knowledge and equal 
capacity for risk distribution. In the absence of another party's 
negligence, therefore, it should consistently bear the risk of loss. 


Extension of the final payment rule, as modified by negli- 
gence concepts, will place the loss on the best risk-distributor, 
promote transferability of government checks and contribute 
to a reduction in forgeries. Even if the government never bore 
the loss under existing law and would always do so with the 
doctrine revised, the resulting increase in government expendi- 
tures would be negligible. But bearing the loss from a forged 
check would generally be a burden on any other party." More- 
over, should the loss ultimately rest on a good risk-distributor, 
such as a bank, its capacity to spread losses could not approach 
that of the government which has the taxing power at its dis- 
posal.** This contrast is accentuated when the loss is borne 
by a party unlikely to insure and without ability to distribute 
the risk by other means. Extending the final payment rule 
will also increase transferability since private parties, protected 
from forgery loss, will be more willing to accept government 


text. But this possibility is slight. No case has been found in which an endorser’s sig- 
nature was forged. 


59 See notes 9, 11 supra and accompanying text. 


6° Total government expenditures for fiscal year 1955 were over rg been billion 
dollars. Sec’y Treas. ANN. Rep. 383 (1956). And the total loss from forged checks 
was over two and one-half million dollars. See note 1 supra. Therefore, assuming 
the government bore the entire forgery loss and had borne none of it previously, the 
resulting increase in the budget would be approximately .0004%, an annual per 
capita charge of less than one and one-half cents. 

The government presently discharges its losses from forged checks with funds 
appropriated for that specific purpose. 55 Stat. 777 (1941), 31 U.S.C. § 561 (1952). 


61 See note 63 infra. 


62 A bank can satisfactorily cover its forgery losses by insurance. See Comment, 62 
Yate LJ. 417, 435-37 (1953). And it can spread cost of the insurance to its 
customers . oes higher rates for checking services. Its ability to do this, 
however, is ed by the willingness of its competitors » oom similar fees and 
by the degree of substitutability between checks and other of payment. 

68 And this is the typical result since the ley ony taker” from the forger is usually 
a small merchant who lacks ability to spread his losses. See Corker, supra note 49, 
at 31; Comment, 62 Yate L.J. 417, 433 n. 112 (1953). 
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checks.‘ And realizing that their negligence will shift the risk 
of loss from the government to themselves, private parties will, 
like the government, be stimulated to employ better business 
practice in order to minimize potential losses. With all parties 
thus seeking to prevent loss, the possibilities for successful 
forgery should be substantially restricted. 


64 See, e.g., United States v. First Nat’l Bank, 131 F.2d 985, 989 (10th Cir. 1942), 
cert. denied, 318 U.S. 774 (19483) (application of impostor rule to government checks 
to promote transferability ); United States v. Peoples-Pittsburgh Trust Co., 34 F. Supp. 
230 (W.D. Pa. 1940) (restriction on guaranty of prior endorsements); Note, 54 
Micu. L. Rev. 996 (1956). 





BANKING DECISIONS 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 

and the bank student seeking advancement. 


Impostor Rule Applied to Federal Government 


The United States Court of Appeals in the Fifth Circuit 
has handed down an important decision involving the so-called 
“impostor rule” in a case dealing with a fraudulent scheme 
against the federal government. An employee of the Internal 
Revenue Department prepared numerous false income tax re- 
turns in the names of fictitious persons and submitted them to 
the government, claiming a refund on each return. The govern- 
ment, without checking the validity of the returns very carefully 
issued checks for the amounts of the refunds and sent them to 
the employee who indorsed and deposited them in various 
local banks. They were forwarded to the defendant banks 
which affixed their obligatory guarantees of prior indorsements 
and collected the amounts of the checks from the Government 
Fiscal Agent. When the fraud was discovered, the government 
brought suit against the banks on their guarantees. 


The District Court ruled in favor of the government on the 
theory that the banks were liable for making payments on the 
basis of the forged indorsements of the payee. That court chose 
not to apply the impostor rule against the government. 


The Court of Appeals, however, reversed the District Court 
and ruled in favor of the banks. It decided that despite the 
fact that the government was the drawer of the checks, the 
impostor rule applied. That is, “where the drawer of a check 
has dealings with an impostor who assumes a false name, and 
the check is intended for the person with whom the drawer is 
dealing, payment of the check by the bank to such impostor or 
on his indorsement will be authorized and binding upon the 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 588. 
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. .. drawer.” The Court went on to point out that this rule 
must be applied here because if the banks were liable in cases 
such as this, they would be subjected to an unreasonable burden 
against which they could not protect themselves. It would mean 
that banks would not only guarantee that an existing person 
named and intended as payee had made the indorsement but 
that the very person named, and in that name and no other 
name, had a just claim against the government for which the 
check was issued. Atlantic National Bank of Jacksonville, Fla., 
et al v. United States of America, United States Court of Ap- 
peals, Fifth Circuit, 250 F.2d 114. The opinion of the court 
and the dissent are as follows: 


JOHN R. BROWN, C.J.—In the process of fashioning a federal juris- 
prudence concerning the Government's own commercial paper, Clearfield 
Trust Co. v. United States, 318 U.S. 363, 63 S.Ct. 573, 87 L.Ed. 838, this 
Court in Continental-American Bank & Trust Co. v. United States, 5 Cir., 
161 F.2d 935; United States v. Continental-American Bank & Trust Co., 
5 Cir., 175 F.2d 271, certiorari denied 338 U.S. 870, 70 S.Ct. 146, 94 L.Ed. 
534, along with many others,’ has adopted the “impostor rule.” Under 
it, when the drawer or issuer of a check intends that it shall go to the 
person falsely pretending to be another who is in fact nonexistent, the 
endorsement in the fictitious payee’s name by the pretender is not a 
forgery and an endorser bank is not liable to the drawee-drawer on the 
traditional stamped endorsement “all prior endorsements guaranteed.” 

The District Court, without elaboration of the process of reasoning, 
held that the stipulated facts presented a case not for the impostor rule, 
but one of forged endorsements of the payee subjecting the endorser to 
liability under the well recognized principle applied in United States 
v. National Exchange Bank of Providence, 214 U.S. 302, 29 S.Ct. 665, 
53 L.Ed. 1006; National Metropolitan Bank v. United States, 323 U.S. 
454, 65 S.Ct. 354, 89 L.Ed. 383, affirming 79 U.S.App.D.C. 54, 142 F.2d 
474. We disagree. 

The stipulated facts, neither complex nor conflicting, can readily be 
summarized. They demonstrate that, whatever the legal consequences, 
the Government's loss in fact came not from action or nonaction of the 
banks handling Government paper in the regular course of business, but 
flowed entirely from the infidelity of the Government’s own agent who 
1 United States v. First National Bank of Albuquerque, 10 Cir., 131 F.2d 985, cer- 
tiorari denied 318 U.S. 774, 63 S.Ct. 830, 87 L.Ed. 1144; Security-First National 
Bank of Los Angeles v. United States, 9 Cir., 103 F.2d 188; United States v. Liberty 
Insurance Bank, D.C.Ky., 26 F.2d 493; Fidelity & Deposit Company of Maryland v. 


y 
Union Trust Company, 2 Cir., 129 F.2d 1006; 22 A.L.R. 1228, 52 A.L.R. 1326, 112 
A.L.R. 1435; United States v. Union Trust Co., D.C.Md., 139 F.Supp. 819. 
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successfully confected a scheme to cheat his master. During the period 
from 1949 to January 22, 1951, Wilson Earle Howard, a United States 
Deputy Tax Collector in the District of Florida, prepared and filed with 
the Collector of Internal Revenue for that District income tax returns 
using fictitious names for the taxpayers and their employers both on the 
returns and the attached statements of taxes withheld on the “W—2” 
forms.? All of these false returns requested refunds since the “W—2” 
forms showed that the amount of tax withheld exceeded the amount 
due for taxes. The United States Treasury issued each of the checks 
involved here without ascertaining whether a return had been filed by 
the specified employer and consequently without checking to determine 
whether the named fictitious or nonexistent payee was, in fact, an em- 
ployee and entitled to the claimed refund. This action by the Collector 
of Internal Revenue and the Disbursing Officer, in each instance, was 
done without any further verification by either of them as to the right 
of the payee to be paid. Each relied solely upon the names appearing 
upon the fictitious income tax returns in paying the refunds, but with 
the belief and intention that the person named as payee in the check 
would receive the benefits therefrom. 

Howard, in each case, obtained each of these checks and signed the 
name of the fictitious or nonexistent payee as an endorsement and, except 
as to three isolated checks, added a second endorsement in another 
fictitious name and then deposited the checks in accounts opened in 
various community banks. The checks were subsequently forwarded 
to the appellant banks for presentation. In the regular course of business, 
after affixing the obligatory* guarantee of prior endorsements, these 
banks presented the checks to the Jacksonville Branch of the Federal 
Reserve Bank of Atlanta, the Fiscal Agent for the Government, who paid 
the face amount of each check to the appellant banks. 


On these undisputed, agreed facts, we think it plain that this is the 
classic case of an impostor. That the dealings between Howard, pre- 
tending to be each of these nonexistent employee-taxpayers, and the 
Government Disbursing Officer were not carried out face to face in the 


* The stipulation spelled out that the Internal Revenue laws provide that employees 
shall receive “W-2” forms from each employer at the end of each calendar year 
indicating the amount of income paid by the employer to the employee and the 
amounts withheld for income tax and social security. The “W-2” form is then filed 
by the employee, together with his income tax return, and if the amount of income 
tax withheld exceeds the amount of tax the employee must pay as reflected by the 
return, the employee indicates on the return whether the excess is to be applied to 
the ensuing year’s income tax or is to be refunded to the employee. 


8 Both Clearfield, 318 U.S. at page 365, note 1 and 2, 68 S.Ct. at 

National Metropolitan Bank, 323 USS. at page 458, 65 S.Ct. 354, point wae 

specific regulations of the Federal Reserve System not only compel the endorsement 

Dok See ~— pone sayy go so far - to deem the endorsement to 
er it was so act or not. egulati codifi 

at 31 C.F.R. 202.25(c) and 360. Ts cy Paar Fr : 
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relative simplicity of our former pioneer economy is of no significance. 
For the “impostor rule” has developed and is frequently applied* in 
today’s complex business community where so much is transacted by the 
impersonal submission, transmission and exchange of documents through 


the mails or similar means. 


As in the case of countless other routine commercial transactions in 
which claims for payment or refund are processed in the business world, 
there is little to breathe into the transaction an articulate consensual 
“intent” which would characterize more weighty matters or those found 
in a more primitive society. But the fact remains, as the stipulation 
tediously spells out, that the Government Revenue Service accepted the 
tax returns as genuine. The Government considered that the fictitious 
taxpayers existed. After such administrative checking as the Govern- 
ment thought sufficient, it concluded that each such person was entitled 
to a refund. To effectuate the intended refund, the Government made 
out a check to that person and required that before the check was paid, 
that that person should endorse it. 


That person was, of course, not the fictitious nonexistent name, but 
Howard who had alone submitted the papers constituting the claim. 
As in the case of Bertha Smith, pretending to be the rightful claimant 
Beulah Mitchell Gibbs, the checks here “. . . were intended to go, as 
they did, to this very flesh and blood person [Howard] as payee, though 
that intention was procured by fraudulent misrepresentation as to [his] 
name and status. The checks were delivered to [him] and intended for 
[him], and though they were voidable for fraud, [he] was the payee.” 
United States v. Continental American Bank & Trust Co., 5 Cir., 175 
F.2d 271, at page 272. 


While the dealings were routine and impersonal, they were neverthe- 
less dealings of a kind which the Revenue Service must transact 
thousands of times each day. The dealings had to be between the 
Revenue Service and some person, otherwise the papers would never 
have been submitted in the first instance. And, of course, the only 
person was Howard. True, he was using a variety of fictitious names, 
but it was he alone who initiated and carried out the dealings, and it 
was with him, under other names, that the Government was necessarily 
carrying on its dealings. The result follows that “. .. where the drawer 
of a check has dealings with an impostor who assumes a false name, and 
the check is intended for the person with whom the drawer is dealing, 
payment of the check by the bank to such impostor or on his endorse- 






































* Britton on Bills and Notes (1943), pages 715-725: “By the weight of authority 
the impostor who conducts fraudulent negotiations by impersonation by mail or 
py oe similarly gets title to the instrument thus fraudulently obtained.” And 
see Brannan (Beutel’s) Negotiable Instruments Law, 7th Edition, pages 470—480. 
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ment will be authorized and binding upon the . . .” drawer, 7 Amer.Jur., 
Banks, § 599. 


As we have twice so painstakingly pointed out, the cases pressed by 
the Government are not at variance with our action. In United States 
v. National Exchange Bank, supra, the endorser “was not an impostor, 
but a common forger”; in Clearfield Trust Company v. United States, 
supra, the payee’s endorsement, “. . . was no case of imposture, but a 
simple case of forgery” and in the National Metropolitan Bank v. United 
States, supra, the endorser “. . . was not an impostor, but a forger.” 
United States v. Continental-American Bank & Trust Co., 175 F.2d 271, 
at page 272. 


The ready fluid circulation of negotiable commercial paper requires 
the assurance to the drawee that the payee’s endorsement has not been 
forged because the drawer’s engagement is that the drawee will pay 
only when the person to whose order the instrument is drawn shall have 
endorsed it. Where a Government agent, in violation of simple honesty 
or breach of trust, acquires possession of a check payable to an existing 
payee and forges the name of that payee, the loss will, of course, fall on 
the presenting bank, National Metropolitan Bank v. United States, supra. 
But this comes from the nature of the engagement in the negotiable 
paper. But it subjects banks to unreasonable burdens against which 
they could not reasonably protect themselves short of a complete embargo 
on Government checks to hold them not only to a guarantee that an 
existing person named and intended as payee has signed the endorse- 
ment, but that the very person named, and in that name and no other, 
had a just claim against the Government for which the check was issued. 
If through fraud practiced on the Government, either by outsiders or 
its own unfaithful servants, a check is delivered to one upon the mis- 
taken belief that it is due such person, the endorsement of that impostor, 
whether in that name or in another, is not a forgery and the Govern- 
ment’s loss is not that of a drawee who has been led to pay on the 
assumption that only the one authorized by the payee has made the 
endorsement. Rather, the Government’s loss is that of one defrauded 
by a dishonest employee who set the scheme in motion. The necessity 
for unfettered circulation’ of the Government’s negotiable paper not 
only does not require—it actually forbids—that such loss should be visited 
on the collecting banks. 


Reversed and rendered. 


5 Actually, the alternative to our decision a by us in United States v. Con- 


tinental-American Bank & Trust Co., 175 F.2d 271, at page 272: 

“To hold otherwise would tend to destroy negotiability and force the payee 
to present the check at a Federal Reserve Bank only, and there prove not only 
that the check was issued to him but also that he was the very person the government 
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RIVES, Circuit Judge (dissenting). 

I agree with the learned district judge.1 In issuing and paying its 
checks, the United States is exercising a constitutional function or power,” 
which cannot be expanded by the so-called “impostor rule” adopted by 
some, but not all, of the states. Many of the underlying reasons for that 
rule, such as estoppel against or negligence of the drawer, cannot be 
applied against the Government. In the absence of approval of the 
“impostor rule” by the Supreme Court, I adhere to the view that it 
should not serve to weaken or confuse the unconditional warranty of 
the title of him who presents the check for payment.‘ 

Assuming arguendo, however, that the “impostor rule” may be applied 
against the Government, the stipulated facts in this case do not bring 
the checks within that exception. Howard never did pose as or pretend 
that he himself was any one of the fictitious payees of the 109 checks. 
His fraudulent pretense was that such payees actually existed and were 
entitled to the refunds. In one sense or another every forger is an im- 
postor, but, as Mr. Justice Cardozo indicated in Strang v. Westchester 
County National Bank, 235 N.Y. 68, 188 N.E. 73y, 741, “. . . the line is 
hard to draw between the impostor who appropriates what is intended 
for another, and the impostor who deceives by misrepresenting his re- 
sponsibility or character.” See also 8 Am. Jur., Bills and Notes, § 602; 
10 C.J.S. Bills and Notes § 494(b). It seems clear to me that Howard 
simply appropriated checks intended for 109 other, albeit fictitious, 
persons, and that he did not become a human chameleon by impersonat- 
ing each of those many people. It seems preposterous to say that Howard 
was the real payee, the person for whom each of the 109 checks was 
really intended. 

I agree with some of the statements in the majority opinion, e. g.: 


“Each [the Collector and the Disbursing Officer] relied solely 
upon the names appearing upon the fictitious income tax returns 


For the regulations (see note 3, supra) compelling the endorsement also provide: 
“(b) Federal Reserve Banks will not be ed to cash Government checks 
presented direct to the bank by the general public.” 31 CFR 202.25 
ti 


1“The defendant banks are liable to the iff upon the guaranty of all prior 
indorsements. United States v. National Exchange Bark, 214 US. 302, [29 S.Ct. 665, 
53 L.Ed. 1006]; National Metropolitan Bank v. United States, 323 US. 454, [65 
S.Ct. 354, 89 L.Ed. 383.] 

“The statement of facts herein is not applicable to the exceptions noted in the 
cases of Continental-American Bank and Trust Co. v. United States, [5 Cir.,] 161 
F.2d 985 and United States v. Continental-American Bank and Trust Co., [5 Cir.,] 
175 F.2d 271.” 

2 Clearfield Trust Co. v. United States, 1948, 318 U.S. 363, 366, 63 S.Ct. 573, 87 
L.Ed. 838. 

8 United States v. National Exchange Bank, 1909, 214 U.S. 302, 29 S.Ct. 665; 
National Metropolitan Bank v. United States, 1945, 323 U.S. 454, 65 S.Ct. 354. 


* Clearfield Trust Co. v. United States, 1943, 318 U.S. 363, 368, 63 S.Ct. 573. 
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in paying the refunds, but with the belief and intention that 
the person named as payee in the check would receive the benefits 


therefrom.” 
° °o ° oe o 


“The Government considered that the fictitious taxpayers 
existed. After such administrative checking as the Government 
thought sufficient, it concluded that each such person was en- 
titled to a refund to effectuate the intended refund, the Govern- 
ment made out a check to that person, and required that before 
the check was paid, that that person should endorse it.” 

I disagree, however, with the easy assumption which follows: “That 
person was, of course, not the fictitious nonexistent name, but Howard 
who had alone submitted the papers constituting the claim.” Instead, 
I would say, “While that person was nonexistent, it certainly was not 
Howard, who had misrepresented the existence of such person, but 
not that he himself was that person.” 

Further as to 106 of the checks, the banks derived title through still 
another fictitious endorsements, the creature of Howard’s own evil 
imagination, whose existence or identity was never in any way vouched 
for by the Government. Moreover, as to those checks, the banks could 
not have been led to believe that the first endorsement was made by 
the intended payee. 

Certainty and definiteness are perhaps the most desirable character- 
istics of the law of negotiable instruments. The “impostor rule” intro- 
duces confusion, requiring the ascertainment of nonexistent intent and 
almost metaphysical speculation degenerating into mere logomachy. 
Better, I submit, to adhere to the simple and definite rule that each 
endorser guarantees the genuineness of all prior endorsements. Being 
of the firm opinion that neither Howard, his fictitious endorsees, nor 
the banks to which the Government made payment ever acquired title 
to the checks, I respectfully dissent. 


LATE CHARGES DO NOT VIOLATE INTEREST LAW 


The Department of Justice of Pennsylvania has ruled re- 
cently that so-called “late charges” in connection with install- 
ment sale contracts (except for sales of automobiles) do not 
give rise to a violation of the law placing a 6% limit on interest 
rates. The states’ Attorney General ruled that “default charges 
which are part of the original contract in connection with the 
sale of commodities and which exceed the equivalent of 6% a 
year simple interest do not violate either the small loans act or 
the usury statute.” 
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Michigan Supreme Court Remands Monopoly Case 
for Hearing on Merits 


A case that has been watched with interest by bankers 
throughout the country has been remanded by the Supreme 
Court of Michigan for a trial on the merits. The case involves 
allegations by the Peoples Savings Bank of Port Huron, Michi- 
gan to the effect that the action of the Michigan National Bank 
in indirectly acquiring control of Peoples constituted an illegal 
monopoly in violation of Michigan statutes and common law; 
further, the complaint alleges that such action constituted a 
combination in restraint of trade, also a violation of Michigan 
common law. Peoples sought damages of $1 million and an 
injunction preventing the carrying out of the alleged plan of 
Michigan National. 


In the proceeding in the lower court, Michigan National 
moved to have the complaint dismissed on the ground that the 
state court did not have jurisdiction. The trial court, assuming 
for purposes of ruling on the motion that the allegations were 
true, indicated that the basis of the suit was that Michigan 
National Bank had arranged to have an agent “purchase in his 
own name but secretly in behalf of defendant Trust (Michigan 
National Bank Employees’ Profit Sharing Trust) and indirectly 
in behalf of defendant Michigan National Bank” the controlling 
stock of Peoples Savings Bank. Michigan National then intend- 
ed, according to the assumed facts, to liquidate Peoples so that 
it would no longer provide banking competition in Port Huron 
and nearby areas. The trial court dismissed the complaint on 
the ground that jurisdiction in the case properly belonged in 
the federal courts since “the activities of a national bank touches 
a field in which the Federal interest predominates.” 


The Supreme Court of Michigan, in a 4 to 3 decision, ruled 
that the complaint should not have been dismissed and that the 
trial court must determine the complex matters involved on a 
full hearing of the facts, not on a motion to dismiss. Further it 
indicated that it was not convinced that the operations of Michi- 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 119. 
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gan National, which may be largely interstate “necessarily fore- 
close in advance the important question whether some of its 
actions may not in a proper case nevertheless be treated as in- 
trastate.” Peoples Savings Bank v. Stoddard, Michigan Na- 
tional Bank et al. Supreme Court of Michigan, 88 N.W.2d 462. 
The opinions of the majority and minority of the court are as 
follows: 


VOELKER, J.—We must respectfully disagree with the result reached 
by our Brother in this case. Whether, after hearing, the trial court may 
ultimately determine that it has or lacks jurisdiction to hear and deter- 
mine the cause, we do not think that this and other important questions 
should be decided upon a motion to dismiss supported by a conclusionary 
affidavit of the interested parties. The charges made in the bill of 
complaint here are grave. If true (and at this time we must treat them 
as true) they strike deep at the heart of the right of a state to protect 
itself and its citizens from monopolistic practices which its legislature 
has declared harmful. We do not think that what could in effect amount 
to a determination of legal untouchability in a case of such public gravity 
and proportions should be so decided. We also believe that the possible 
application of the many cases cited pro and con bearing on the complex 
issues presented here can best be determined upon a full record. Nor 
are we convinced at this time that the operations of the defendant bank 
which may be largely interstate in their nature necessarily forecloses in 
advance the important question whether some of its actions may not 
in a proper case nevertheless be treated as intrastate. At least 
whether or not these and other things may be so in our opinion can 
scarcely be effectively decided in advance of full evidentiary proofs. We 
think and hold that the decree below should be reversed and set aside 
and the cause remanded to proceed to issue and hearing on the merits. 

SMITH, BLACK and EDWARD, JJ., concurred with VOELKER, J. 

KAVANAGH, J., took no part in this decision. 

KELLY, Justice. 


Plaintiff filed a bill of complaint in chancery in the circuit court for 
the county of St. Clair, seeking an injunction against defendants from 
monopolizing or attempting to monopolize the banking business in the 
Port Huron-Marysville area by directly or indirectly controlling or exer- 
cising dominion of ownership over the capital stock of plaintiffs bank. 
Plaintiff appeals from Hon. George B. Hartwick’s decree of April 2, 
1957, which provides: 


“This cause coming on to be heard on the bill of complaint as 
amended and supplemented and upon the intervention of the 
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attorney general and the motion to dismiss as amended and sup- 
plemented and the showing in support thereof and the court 
having heard arguments of counsel and received briefs with 
respect thereto and being fully advised in the premises; 
“Now, therefore, it is hereby ordered, adjudged and decreed: 
“1. That the bill of complaint as amended and supplemented 
and the said cause may be and is hereby dismissed.” 


In determining whether the court erred in dismissing the bill of 
complaint, we shall accept the following facts pleaded by plaintiff as 
true: 

(1) Plaintiff is a banking corporation duly erganized and existing 
under the banking laws of the State of Michigan, having its principal 
office and one branch office in the city of Port Huron, St. Clair County, 
Michigan, and one branch office in the city of Marysville, St. Clair 
County, Michigan. 

(2) Defendant Michigan National Bank is a national banking asso- 
ciation organized and existing under the banking laws of the United 
States, having its principal office in the city of Lansing, Ingham county, 
Michigan. 

(3) At or about June, 1940, The First National Bank of Port Huron 
was consolidated into defendant Michigan National Bank and became 
the latter’s Port Huron branch. Plaintiff and the Port Huron branch of 
defendant Michigan National Bank comprise the only banking institu- 
tions in the Port Huron-Marysville area. 


(4) In or about May, 1956, Myron E. Ogden, the then president of 
plaintiff bank and the owner of 51% of the capital stock of said bank, 
offered his stock for sale. 


(5) Defendant bank was barred from purchasing Ogden’s stock 
by provisions of the National Banking Act! and the Michigan financial 
institutions act,? and being so barred, defendant bank, through its officers, 
directors and members of its executive committee, turned to an agency 
of defendant bank, namely, the Michigan National Bank Employees’ 
Profit Sharing Trust (as officers of the Michigan National Bank such 
officers were also ex officio trustees of said Michigan National Bank 
Employees’ Profit Sharing Trust) and entered into a plan whereby de- 
fendant Leonard O. Zick was provided “with moneys in excess of 
$600,000 with which to permit defendant Leonard O. Zick to purchase 
in his own name but secretly in behalf of defendant Trust and indirectly 
in behalf of defendant Michigan National Bank the 51% block of plain- 


112 U.S.C.A. §21 et seq. 
2 C.L. 1948 and CLS. 1956, § 487.1 et seq. (Stat.Ann. 1957 Rev. § 23.711 et seq.). 
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tiff’s stock offered for sale by said Myron E. Ogden, and to pay defendant 
Leonard O. Zick a fee for so acting as agent for them as undisclosed 
principals and for acquiring in his name but in their behalf additional 
capital stock of plaintiff up to a total of 66 2/3% of the total stock 
outstanding.” 


(6) That pursuant to said agreement, combination and conspiracy 
between defendants and Zick, Zick purchased on July 20, 1956, 10,439 
shares of plaintiff's outstanding capital stock from the owner Myron 
E. Ogden, said 10,489 shares being a major part of the 20,000 shares 
outstanding and that Zick in purchasing Ogden’s stock used the money 
that was secretly furnished to him by defendants. 


(7) That after acquiring the Ogden stock Zick publicly stated that 
it was his intention to become a bona fide resident of Port Huron and 
assume active management of plaintiff's business and affairs, and because 
of said statement plaintiff's board of directors at their meeting July 24, 
1956, accepted Myron E. Ogden’s resignation as president and director 
and elected Leonard O. Zick as director and president of said bank. 


(8) Fora period of 7 weeks subsequent to his election as a director 
and president of plaintiff and pursuant to the scheme, plan, arrange- 
ment, combination and conspiracy that he had entered into with defend- 
ants, Leonard O. Zick pretended to assume the duties as president of 
plaintiff by attending the office provided for him, by taking a part in 
certain management decisions and by attending one meeting of its board 
of directors. During all of said period however, defendant was in fact 
using the office of president and director to fulfill the terms of his secret 
agreement with defendant conspirators to acquire enough additional 
shares of plaintiffs capital stock to bring the holdings registered in his 
name (but for the benefit of defendant Michigan National Bank) to 
66 2/3% of the total outstanding stock. 


(9) Zick, in his capacity as president of plaintiff bank, called a 
meeting of its board of directors for September 25, 1956. When this 
meeting was called to order Zick was not present, but Howard J. Stod- 
dard, president of defendant Michigan National Bank, was present, as 
was also Frank J. McCabe, a member of said defendant bank’s executive 
committee. At said meeting Stoddard made known that the individual 
defendants, other than defendant Zick, in their capacity as trustees of 
defendant Michigan National Bank Employees’ Profit Sharing Trust, 
held certificates representing 66 2/3% of plaintiff's capital stock which 
had been acquired for them as undisclosed principals by their agent 
Zick. Stoddard and McCabe also made known at said meeting the 
intention of said defendants to cause plaintiff to be liquidated, its bank 
offices closed, and the assets and liabilities taken over by the Michigan 
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National Bank. This intention of taking over plaintiff bank was made 
known by a public statement published in the Port Huron newspaper 
on September 30, 1956. 


(10) Since September 19, 1956, Zick has not appeared at plaintiff's 
office, nor has he been in communication with any of plaintiff's officers 
or directors. On September 28, 1956, plaintiff fired Zick as its president 
and director for failure to own qualifying shares of plaintiff's capital 
stock, as required by law. 


(11) As of the date of filing the bill of complaint herein certificates 
representing 13,141 shares of plaintiff's capital stock were registered on 
its books in the name of Leonard O. Zick and plaintiff has been informed 
by defendant Stoddard that sufficient additional shares have been ac- 
quired by him as agent and assigned to other co-conspirators to total 
66 2/3% of plaintiffs outstanding capital stock; that on December 5, 
1956, defendant Michigan National Bank Employees’ Profit Sharing Trust 
presented to plaintiff certificate 2739 in the name of defendant Leonard 
O. Zick for 10,439 shares, dated July 20, 1956, together with an assign- 
ment by defendant Zick, of the same date, to defendant Trust, and 
requested new certificate to said assignee; that although certificates for 
the remainder of said two thirds of the stock have not been presented 
to plaintiff for transfer to said co-conspirators, of their nominees, the 
plaintiff fears and is informed and believes that said co-conspirators 
have possession of said certificates and that they will in the immediate 
future, unless enjoined by the order of the court, present the same for 
transfer and will thereupon vote to cause the liquidation of plaintiff, 
or to elect themselves or representatives as directors and operate plain- 
tiff for their own purpose and thus accomplish the end results of the 
scheme, plan, agreement, combination and conspiracy heretofore des- 
cribed—namely to close down all of plaintiff's bank offices or to control 
plaintiffs operations and thereby eliminate competition in the business 
of banking between plaintiff and defendant Michigan National Bank 
in the Port Huron-Marysville area, and to create for defendant a perfect 
and complete monopoly therein, or to operate plaintiff as an additional 
branch or branches of defendant bank in violation of the Michigan 
financial institutions act. 

Plaintiff concludes its second amended bill of complaint, before its 
prayer for relief, with the following statements: 


“27. This action is based upon the common law of the State 
of Michigan by virtue of the fact that the acts described in the 
foregoing paragraphs constitute a violation of the said com- 
mon law of the State of Michigan to the extent that the defendants 
conspired to monopolize the business of banking in the Port 
Huron-Marysville area and to combine in restraint of trade in 
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said area; if defendants are permitted to achieve their conspira- 
torial goal, a monopoly of said business and combination in re- 
straint of trade will result and, consequently, will further 
constitute a violation of the common law of the State of Michigan. 

“28. This action is based upon, and the acts described in the 
foregoing paragraphs constitute violations of Act 255, Public Acts 
of Michigan of 1899, as amended, and Act $29, Public Acts of 
Michigan of 1905, as amended, and Section 34 of Act 341, Public 
Acts of Michigan of 1937, as amended. 

“29. As a result of the acts of the defendants described in 
the foregoing paragraphs, plaintiff has suffered damages in excess 
of $1,000,000 and will, in the future, continue to suffer damages. 

“30. Plaintiff has no adequate remedy at law, but must resort 
to this court of equity to obtain the relief to which it is entitled 
by virtue of the common law of the State of Michigan and by 
virtue of the statutory enactments cited in paragraph 28 hereof. 
The amount in controversy exceeds the sum of $1,000.” 


Previous to entering the decree of dismissal (April 2, 1957) Judge 
Hartrick issued a written opinion (March 18, 1957), and in said opinion 
stated: 


“The problem for solution is whether or not there is legal wrong 
and if so, has the court the power to suppress and find solution. 
The defendants challenge the court's jurisdiction. 

“If the defendants’ effort is a subtle maneuver to accomplish in- 
directly what cannot be accomplished directly, that is, to acquire 
a branch bank at a prohibited distance from the parent bank for 
operation or destruction contrary to the State Banking Statute, 
compiled Laws of 1948, Para. 487.34, M.S.A. 23.762 and the U.S. 
law imposing the same restrictions upon national banks, 12 U.S. 
C.A., Para. 36, our Supreme Court has held the issue one of Federal 
jurisdiction. Attorney General [ex rel. State Bank Com’r] v. Michi- 
gan Bank, 338 Mich. 610 [ 61 N.W.2d 804]. 

“The Federal court for the Eastern District of Michigan re- 
cently restrained the First National Bank of Detroit, even after 
completing its banking facilities, from operating a branch bank 
in the City of Troy, holding the Wayne-Oakland Bank, a state 
banking institution, held priority in the area. The attack upon 
branch banking was quite properly taken in the Federal court. 

“The shareholders who sold their stock in the plaintiff bank 
do not complain of sharp practice or fraud having been perpe- 
trated upon them in the purchase. No grievance between the 
sellers and buyers of the shares is in issue. 
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“The shareholders who own two-thirds of the stock of a bank 
may vote its liquidation under Compiled Laws of 1948, Section 
487.99. This is a statutory contingency, be it a peril or other- 
wise, it is one to which the individual stockholders must be sub- 
servient. 

“The right of the Michigan National Bank Employees Profit 
Sharing Trust to purchase and legally hold the stock may be 
subject to examination. It is seemingly without the pale of chal- 
lenge in the State courts, the trust was organized pursuant to the 
Federal statutes and is an affiliate of the Michigan National Bank, 
equally so amenable. 

“A provision of the Michigan financial institution act in con- 
travention of such holding would be inapplicable to a national 
bank unless so prescribed by United States law. There is no ap- 
parent prescribed state statutory limitation preventing a share- 
holder in a state bank from selling his stock to such a trust. 
A limitation of purchase by the trust if existent is within the scope 
of Federal law and one of Federal jurisdiction. 

“In absence of a complaint by a beneficiary under the trust, 
the plaintiff is in no position to claim maladministration or viola- 
tion of the terms of the trust by the trustee of the Michigan 
National Bank Employees Profit Sharing Trust. . . . 

“The activities of a national bank touches a field in which the 
Federal interest predominates. Essential Federal regulation cover- 
ing the subject matter seemingly precludes the enforcement of 
state laws similarly objective. 

“If the banking facilities in the City of Port Huron are in- 
adequate through or after the liquidation of the plaintiff bank, a 
remedy may be found in an application to the State Banking 
Commissioner for such additional facilities and for the organiza- 
tion of a new state bank. See Moran v. State Banking Commis- 
sioner, 822 Mich. 230 [83 N.W.2d 772]. 

“The plaintiff banking corporation as an entity in itself is in 
no position to complain. The intent of the court is to construe 
applicable laws, not to give approval of factual methods. The 
court finds no legal or state statutory assistance available to the 
plaintiff. It is possible Federal jurisdiction may be invoked. 

“The injunction heretofore issued may be dissolved and an 
order entered dismissing the cause. The order may provide for 
a stay of proceedings pursuant to Court Rule 62 to permit the 
plaintiff to appeal or take such other action as may be deemed 
appropriate.” 


Defendants’ second supplemental motion to dismiss, supported by 
affidavit, challenged the jurisdiction of the State courts, and stated: 





688 THE BANKING LAW JOURNAL 


“Defendant Michigan National Bank is organized under the 
national banking laws of the United States and as such is an 
agency of the United States and at its office in Port Huron and 
offices elsewhere is engaged in conducting interstate banking 
transactions and business as an instrumentality thereof and as such 
agency and instrumentality if banking business so conducted is 
subject to any law relating to monopolies and restraint of trade 
it is subject to the laws of the United States known as the Sherman 
Anti-Trust Act (Act of July 2, 1890, Chap. 647, 26 Stat. 209, as 
amended; [15 U.S.C.A. §§ 1-7, 15 note]) and of the Clayton Anti- 
Trust Act (Act of October 16 [15], 1914, Chap. 323, 38 Stat. 730, 
as amended [15 U.S.C.A. § 12 et seq.]), and thereby any applica- 
tion to said bank of the laws, statutory or common, of the State 
of Michigan in relation to the subject of said cited laws of the 
United States is excluded. 

“Defendant Michigan National Bank is organized and exists 
under Title 12 of the United States Code and as such bank is an 
agency of the United States. By Section 221 and 22la, of said 
Title 12, Michigan National Bank is authorized to have an affiliate 
which may be ‘any corporation, business trust, association or other 
similar organization’. Likewise, under Section 401 of the I.R.C. 
of 1954 [26 U.S.C.A. § 401], formerly Sec. 165(a) of the I.R.C. of 
1939, a ‘trust . . . forming part of a profit-sharing plan’ is specifical- 
ly authorized. Defendant Michigan National Bank Profit Sharing 
Trust was created as such trust under said section, the said Trust, 
of which a copy is attached to the supplementary statement of the 
Attorney General herein, is such Trust. Paragraph 10 of said 
Trust specifically authorizes use of the fund thereof ‘to purchase 
stock of the Michigan National Bank or other Michigan banks or 
Michigan insurance companies’. The said Trust is an affiliate of 
said Michigan National Bank under subsection (b) (8) of said 
section 221la, and other provisions of said section and is a ‘holding 
company affiliate’ under subsection (c) of said section 221la., in- 
asmuch as said trust ‘controls . . . the election of a majority of 
the directors of any one bank’. The word bank is defined by said 
section 221 as follows: 

“*Wherever the word “bank” is used in this chapter, the word 
shall be held to include state bank, banking association, and trust 
company, except where national banks or Federal reserve banks 

are specifically referred to.’” 


Plaintiff claims the court erred in considering the allegations above 
referred to and finding that defendant Michigan National Bank Em- 
ployees’ Profit Sharing Trust was organized pursuant to Federal statutes 
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as an affiliate of defendant Michigan National Bank and that defendant 
Michigan National Bank is engaged in interstate commerce. 
Court Rule 18, § 1, provides: 


“Defendant may . . . file a motion to dismiss the action or suit, 
where any of the following defects appear on the face of the 
. . . bill of complaint, and he may, within the same time, file a 
similar motion supported by affidavits where any of the said fol- 
lowing defects do not appear upon the face of the . . . bill of com- 
plaint: ... 

“(b) That the court has not jurisdiction of the subject matter 
of the action or suit... .” 


Plaintiff did not deny or traverse -the allegations of defendants. 
Plaintiff's first amended bill of complaint charged that defendants violated 
the Sherman and Clayton acts. 

We believe that the chancellor did not err in considering the ques- 
tion of jurisdiction, the undenied facts shown by the affidavit in support 
of the motion to dismiss. 

The shareholders who sold their stock in the plaintiff bank do not 
complain of fraud. No grievance between the sellers and buyers of 
the shares is in issue. The shareholders who own two-thirds of the 
stock of a bank may vote its liquidation under C.L.1948 § 487.99. 


Appellant, intervening Attorney General, admits the maladministra- 
tion of the trust funds is not at issue in this case, and states: 


“The plaintiff does not challenge the right of Michigan National 
Bank under the National Bank Act to have an affiliate nor question 
what kind of an organization will qualify as an affiliate under the 
National Bank Act. Plaintiff does challenge the right of Michi- 
gan National Bank, even assuming its right to have an affiliate and 
its right to have a profit-sharing trust such as that here involved 
as an affiliate, to employ that affiliate in a manner which will 
constitute a violation of the state anti-monopoly law.” 
Two Michigan anti-monopoly statutes, P.A.1899, No. 255 (C.L.1948, 
§ 445.701 et seq.; Stat.Ann. § 28.31 et seq.) and P.A.1905, No. 329 (C.L. 
1948, § 445.761 et seq.; Stat.Ann. § 28.61 et seq.) have been a part of 
our Michigan law for more than 50 years. In these 50 years these 
statutes have not been invoked or used in regard to banking operations. 
Our economic philosophy has been based on the theory that free com- 
petition, even though resulting in casualties, is for the public benefit, 
but this philosophy has not extended into banking operations, because 
a bank’s failure has been considered by our people as a community 
disaster. Citizens, however morally and financially worthy, cannot 
engage in banking without the approval of the banking commissioner. 
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The Attorney General, in 1955, was requested by the State Banking 
Department to pass judgment on the regularity of a consolidation of 
banks in the cities of Birmingham and Ferndale, where, in each city, 
two competing banks were taken over and replaced by one branch of 
a Detroit bank, which resulted in only one bank in each city. The 
Attorney General’s opinion (Report of the Attorney General for 1955, 
No. 2304) authorized the consolidation and in his opinion the Attorney 
General stated: 


“Though bank A could not, by consolidation or otherwise, es- 
tablish a branch in city X if other competitor banking facilities are 
present, if all competitor banking facilities are removed from city 
X through consolidation with bank A, bank A could establish a 
branch or branches in city X within the meaning of Section 34 of 
the act.” 


Numerous United States supreme court decisions declare that State 
and local laws yield to Federal statutes when Congress acts to preempt 
the field of regulation. In Albertson v. Attorney General, 345 Mich. 
519, 77 N.W.2d 104, 108, this Court held that the Michigan statute known 
as the Trucks act (P.A.1952, No. 117 as amended) was unconstitutional. 
This statute defined “communist,” “communist party,” and “communist- 
front organization,” and required the attorney general to prepare and 
publish a list of such oragnizations and required members to register 
with the State police and the party officers to register the party or 
organization, giving details as to its officers, funds, meeting places, 
names of members, and barring the use of election machinery. We there 
said: 


“The congress of the United States has occupied the field 
entered by the Trucks Act to the extent that the Federal acts super- 
sede the enforceability by the State of the provisions of said act,” 


and quoted with approval Commonwealth of Pennsylvania v. Nelson, 
850 U.S. 497, 76 S.Ct. 477, 100 L.Ed. 640, as follows: 


“*We examine these Acts only to determine the congressional 
plan. Looking to all of them in the aggregate, the conclusion is 
inescapable that Congress has intended to occupy the field of 
sedition. Taken as a whole, they evince a congressional plan which 
makes it reasonable to determine that no room has been left for 
the States to supplement it. Therefore, a State sedition statute is 
superseded regardless of whether it purports to supplement the 
federal law... . 

“‘Second, the federal statutes, “touch a field in which the 
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federal interest is so dominant that the federal system (must) be 
assumed to preclude enforcement of State laws on the same 
subject.” ’” 


The Sherman act was enacted by Congress in 1890. Michigan’s first 
anti-monopoly law, relied upon by plaintiff, was enacted in 1899. Our 
State statute did not supplement the Federal enactment and was not 
created to give to our State courts jurisdiction over national banks en- 
gaged in interstate commerce. 

In the enactment of the Sherman act, Congress exercised its full 
power over interstate commerce; in reference to commercial trade, 
Congress, in passing the Sherman act, left no area of its constitutional 
power unoccupied; the Sherman act was designed by Congress to go to 
the utmost in its constitutional power to restrain trust and monopoly 
agreements and the supplemental Clayton act was intended to have 
the same all-inclusive scope. See Transamerica Corporation v. Board 
of Governors of Federal Reserve System, 3 Cir., 206 F.2d 163; Las 
Vegas Merchant Plumbers Ass'n v. United States, 9 Cir., 210 F.2d 732; 
United States v. Frankfort Distilleries, Inc., 324 U.S. 298, 65 S.Ct. 661, 
89 L.Ed. 951. 

In Attorney General ex rel. State Banking Com’r v. National Bank, 
838 Mich. 610, 61 N.W.2d 804, this Court held: (1) That a federally- 
created agency is subject to State law and enforcement of same in the 
State courts when there is no Federal law governing the subject, and 
the State act in nowise conflicts with paramount Federal law or with the 
purposes for which the federally-created agency was established; (2) 
That the national bank act, in providing for and governing the estab- 
lishment of branches by national banks and fixing the standard, by 
which it must be determined as to whether State law permits it to be 
done by State banks, sets up a standard for the violation of which would 
be a Federal offense; and (3) That the State Supreme Court is without 
jurisdiction to enforce a Federal law against a federally-created corpora- 
tion even though the Federal law employs State law as a measuring 
stick for its application—hence, such court may not prevent a national 
bank from establishing a branch in a city in which a State bank is 
already in operation although such action by a State bank is barred 
by State statute. 

We agree with the chancellor’s decision that if a legal wrong has 
been committed, it was committed by the defendant Michigan National 
Bank, a national banking association, and its activities touch “a field in 
which the Federal interest predominates. Essential Federal regulation 
covering the subject matter seemingly precludes the enforcement of 
state laws similarly objective.” 

The decree of the lower court is affirmed. Costs to appellees. 

DETHMERS, C. J., and CARR, J., concurred with KELLY, J. 
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Statute Providing for Deposit of State Funds 
Not Unconstitutional 


In 1956, the Arizona legislature enacted a statute giving the 
custodian of state funds the power to classify such funds into 
active and inactive deposits so that interest could be earned 
on at least a portion of the funds. The active funds were to be 
put in demand accounts, and the inactive funds were to be de- 
posited in qualified banks, under six-month's certificates of 
deposit which were payable on thirty days notice any time be- 
fore maturity. Recently this statute was tested in a suit where 
the court was requested to declare the statute unconstitutional 
“for the reason that in a strict legal sense a deposit of public 
funds for a fixed period of time constitutes a loan and indirectly 


benefits the depository.” 


The Supreme Court of the State refused to do this and held 
that because the inactive funds held under certificates of de- 
posit could be withdrawn on demand, depositing them in a 
bank under Chapter 119 was not a transaction prohibited by the 
extension of credit inhibition contained in Section 7, Article 7 
of the Arizona Constitution. Valley National Bank of Phoenix 
v. First National Bank of Holbrook, Supreme Court of Arizona, 
320 P.2d 689. The opinion of the court is as follows: 


JOHNSON, J.—This is an appeal from a judgment entered in a 
declaratory judgment holding Chapter 119 of the Laws of 1956, provid- 
ing for the deposit of public monies, is void and unconstitutional, and 
permanently enjoining and restraining the members of the board of 
supervisors and the treasurer of Navajo County from acting under or 
pursuant to said law. 

The First National Bank of Holbrook, hereinafter called appellee, 
filed suit seeking a declaratory judgment against Navajo County, the 
members of the board of supervisors and the county treasurer, declaring 
Chapter 119 of the Laws of 1956 void and unconstitutional. The Valley 
National Bank of Phoenix, hereinafter called appellant, was permitted 
to intervene upon the ground it had an interest which would be affected 
by the judgment and at the same time filed an answer admitting there 
was a justiciable controversy. Thereafter, it amended its answer denying 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 410. 
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a justiciable controversy existed and moved to dismiss the complaint 
upon the grounds that the complaint failed to state a claim upon which 
relief could be granted and for failure to join as defendants indispensable 
parties to the action, to-wit, the State of Arizona, the state treasurer, the 
attorney general and the board of deposit of the State of Arizona, as 
defined by A.R.S. § 35-321. The trial court denied the motion to dis- 
miss and entered judgment in favor of appellee, holding the act un- 
constitutional. 

In order to have a complete understanding of the issues involved it 
is necessary to set forth a brief analysis of Chapter 119, now found in 
section 35—321 et seq., A.R.S. 

Chapter 119, supra, deals with the deposit of public monies of the 
State of Arizona, counties and municipalities. The statute amended 
section 10—302 of the 19389 Code. Under the 1939 Code the specified 
custodians of public money were given authority to deposit the same in 
banks which had qualified as public depositories by securing deposits of 
public money with securities as provided by section 10—303 of the 1939 
Code. That law permitted the authorized officers to designate active 
and inactive depositories, but no interest was paid on such deposits by 
any depository. The amount to be deposited in any depository was 
entirely within the discretion of the various designated officials. 

Chapter 119, supra, retained the basic requirements that depositories 
must secure the deposits of public monies with the same identical securi- 
ties as under the previous law, but sought to accomplish two major 
changes in the method of handling public monies. The principal objec- 
tive was to obtain the payment of interest on portions of the public 
funds and this was done by providing that the authorities charged with 
handling the funds classify same into active and inactive deposits, to 
the end that the inactive deposits would contain monies not currently 
needed for operations of the state or political subdivisions, and that 
those inactive funds could be treated much the same as savings accounts, 
and would draw interest from the various depositories. 

The second major change was to eliminate the discretion of the 
public officials in placing the public funds in various banks, and to 
provide a mathematical formula by which the money should be allocated 
among all of the banks qualifying as public depositories. 

The statute designates a board of deposit of state funds, a board 
of deposit in each county for county funds, and a board of deposit in each 
city or town for these funds. The state board of deposit consists of 
the state treasurer, the governor and the state auditar, and the board of 
supervisors and the board of trustees or the common council are desig- 
nated as the board of deposit for the county or city funds. Any national 
bank with its principal place of business in Arizona, and any commercial 
bank or savings bank carrying federal deposit insurance, is eligible as a 
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public depository, except that savings banks may not become a deposi- 
tory for active deposits. The branch offices of parent banks are on an 
equal basis with eligible banks in a county having no branches. 


The law provides that the board of deposit shall designate the public 
monies which shall be available for deposit as active deposits and as 
inactive deposits, and notify all banks eligible to receive such funds, 
and such banks are required to apply for such active and inactive funds 
as they desire to carry, with a statement certifying to amount of qualify- 
ing deposits; thereafter, awards are made by the board of deposit. 


With regard to state money, if the applications for inactive funds 
shall exceed the total available for deposit, then the board of deposit 
shall first allocate one million dollars to each eligible depository, and 
the balance of inactive funds shall thereupon be allocated among the 
eligible depositories in the proportions that the capital structure of 
each bears to the aggregate capital structure of all. The active funds of 
state monies are all apportioned on the basis of the capital structure of 
the respective banks. 

All banks within the state are eligible to qualify as depositories for 
state funds; all banks within a county are eligible to qualify as deposi- 
tories of funds in that county; and all banks within a town or municipal- 
ity are eligible to qualify as depositories of funds of such town or 
municipality. 

Where the applications for county or city funds exceed the total in- 
active or active funds, an apportionment is then made among the eligible 
depositories in the proportion that the deposits of each bears to the total 
deposits of all. 


The statute further provides that inactive public deposits shall be 
evidenced by certificates of deposit having a maturity of six months from 
the date of issue. The statute does not provide for the payment of 
interest at a fixed per cent per annum on inactive funds. However, the 
statute has adopted a formula which provides that the basic calculation 
of interest on such deposits shall be the highest permissible rate of 
interest, to be established by the board of deposit, but shall not exceed 
fifty per cent of the average yield before taxes of United States treasury 
bills for the three months next preceding the issue or renewal of a 
certificate of deposit. The interest is payable on maturity of the certificate 
of deposit, and the highest permissible rate of interest as defined by 
the statute is a rate of interest which no class of eligible banks is pro- 
hibited from paying by state or federal laws or valid regulations. 


On May 14, 1956, the board of supervisors of Navajo County, acting 
as a board of deposit, declared $400,000 of county funds to be inactive 
and $500,000 of county funds to be active. The appellant and the 
appellee, as the two banks doing business in Navajo County, thereafter 
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applied for such funds and designated their qualifying deposits in 
Navajo County. 

Appellant moved in the trial court and contends before us that the 
complaint fails to state a claim upon which relief could be granted in 
that no justiciable controversy exists. Pursuant to the statute in ques- 
tion the board of supervisors of Navajo County, acting as a board of 
deposit, declared certain funds of the county to be active and inactive 
funds. Thereafter, appellee applied for such funds and designated its 
qualifying deposits in Navajo County, although at the time the instant 
suit was filed the board of supervisors of Navajo County had made no 
award of active or inactive funds to either appellee or appellant. It is 
reasonable to assume that as a matter of course the officials of said 
county would deposit such county funds with appellee as being a quali- 
fied depository within the county, which would thereupon create as a 
matter of law rights, status or legal relations which are affected by the 
statute in question. A.R.S. § 35—325.07 provides, inter alia, that the 
board of deposit of each subdivision shall award the inactive deposits 
to the eligible depositories. Appellee had qualified as such and all that 
remained to be done was a perfunctory act of the board of supervisors. 
This court in several opinions has defined what does and does not 
constitute a justiciable controversy in particular situations. We set 
forth the test in Podol v. Jacobs, 65 Ariz. 50, 173 P.2d 758, 761: 


“The question in a suit under the declaratory judgment act 
must be real and not merely theoretical. The proponent must 
have an actual or real interest in the matter for determination, 
and the opponent must have a real interest in opposing the 
declaration sought. In other words, there must be an actual con- 
troversy. Morton v. Pacific Const. Co., 36 Ariz. 97, 283 P. 281; 
Kleck v. Wayland, 53 Ariz. 432, 90 P.2d 179; Hammond v. A. J. 
Bayless Markets, 58 Ariz. 58, 117 P.2d 490. The act is remedial 
and is to be liberally construed and administered. Taylor v. 
McSwain, 54 Ariz. 295, 95 P.2d 415; Peterson v. Central Arizona 
Light & Power Co., 56 Ariz. 231, 107 P.2d 205... .” 


We hold under the circumstances in this case that appellee’s suit 
for a declaratory judgment pursuant to A.R.S. § 12—1832 presents a real 
and not merely a theoretical question as to its rights, status and legal 
relationship in connection with county funds which are about to be 
deposited with it. 

Appellant next contends the trial court erred in declaring and finding 
Chapter 119 of the Laws of 1956 to be void and unconstitutional, and 
particularly the provision thereof which provides inactive public de- 
posits shall be evidenced by certificates of deposit having a maturity of 
six months from the date of issue, which certificate, however, shall 
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provide on its face that the amount of such deposit is payable neverthe- 
less before maturity on written notice to be given thirty days before the 
date of repayment, is in conflict with the provisions of Section 7, Article 
9 of the Constitution of Arizona, A.R.S., which reads as follows: 


“Neither the State, nor any county, city, town, municipality, 
or other subdivision of the State shall ever give or loan its 
credit in the aid of, or make any donation or grant, by subsidy 
or otherwise, to any individual, association, or corporation, or 
become a subscriber to, or a shareholder in, any company or 
corporation, or become a joint owner with any person, company, 
or corporation, except as to such ownerships as may accrue to 
the State by operation or provision of law.” 


The authorities generally sustain the proposition that demand de- 
posits or those which are subject to withdrawal at will, made in good 
faith, by authority of law, for the convenience of the state or a sub- 
division thereof and as an economical safe way of preserving the safety 
of its funds, is not violative of a constitutional inhibition of lending 
public credit, even though the bank agrees to pay interest on daily 
balances. Limestone County v. Montgomery, 226 Ala. 266, 146 So. 607, 
609, 87 A.L.R. 164; 26A C.J.S. Depositaries § 7, p. 218. 

In the Limestone case the court, in considering such constitutional 
provisions, stated: 


“. .. It is said that the test of the constitutionality of a statute 
requiring the use of public funds, is whether the statute is designed 
to promote public interests as opposed to furthering the advantage 
of individuals (citing numerous authorities), and that it is 
intended by such provision to withhold all power and function 
of suretyship (citing authority). 

“, . . The test is whether it is done in good faith for the con- 
venience and safety of the operations of the county. A loan would, 
we think, be included in the prohibition. But the fact that the 
bank pays interest on a deposit does not reflect upon its character 
as such... .” 


To the same effect in Bannock County v. Citizens’ Bank & Trust Co., 
53 Idaho 159, 22 P.2d 674, 680, the court in considering the question of 
the constitutionality of the Idaho Public Depository Law and whether 
the depositing of public funds in banks thereunder constituted a loan 
of credit in violation of the constitutional provision, which is identical 
to our own, stated: 

“. . . The people took their money to the banks to deposit it, and 

the banks accepted the money as deposits, and not as loans. It 
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is doubtful if any one ever took money to a bank for deposit under 
the impression that the transaction was to constitute a ‘loan,’ in 
the popular sense of that word. At the time of the adoption of 
the Constitution, the word ‘loan’ meant, as it has always meant, a 
transaction which created the customary relation of lender and 
borrower. Those transactions were occurring every day as were 
those involving the depositing of money. The people fully 
understood the difference between making a ‘deposit’ in a bank, 
and obtaining a ‘loan,’ because if they had not they would not 
have been able to do either. 

“In interpreting the sections of the Constitution in question, 
the language employed must be taken and understood in its 
natural, ordinary, general, and popular sense. . . . The rule is 
that before a legislative enactment will be held to be unconstitu- 
tional, it must clearly appear to be so, and, if there be any doubt 
as to the constitutionality of an act, it must be resolved in favor of 
the act.” 


Appellee urges, however, that time deposits constitute a loan of 
credit and cite the following cases: United States v. Pennsylvania Trust 
Co., D.C., 47 F.Supp. 804; Moon Motor Car Co. of St. Louis, Mo. v. 
State, 149 Okl. 190, 1 P.2d 358; City of Aberdeen v. National Surety Co., 
151 Wash. 55, 275, P. 62, 65 A.L.R. 794; Limestone County v. Mont- 
gomery, supra; First American Bank & Trust Co. v. Town of Palm Beach, 
96 Fla. 247, 117 So. 900, 65 A.L.R. at page 1399. 

We agree that the foregoing cases recognize the general rule of law 
that a deposit is for the benefit of the depositor and a loan is for the 
benefit of the borrower; that it is also true that a deposit may also 
benefit a depositary but such is not the primary object of the trans- 
action. The essential distinction between a deposit and a loan of public 
funds hinges on the right to demand the return of the money. If the 
money must remain for a fixed period there is a loan in the strict legal 
sense and not a deposit in the sense the term is ordinarily used. 

In construing Section 7, Article 9, of the Constitution, the language 
employed must be taken and understood in its natural, ordinary, general 
and popular sense; and before a legislative enactment will be held to 
be unconstitutional it must clearly appear to be so, and any doubt as 
to the constitutionality of an act must be resolved in favor of the act. 

In the case of Day v. Buckeye Water Conservation and Drainage Dist., 
28 Ariz. 466, 237 P. 636, 688, we had occasion to refer to the historical 
origin of the Montana constitutional provision, which is almost identical 
to ours, in connection with its application to the purchase by an 
irrigation district of shares of stock in private water companies. 


“‘It represents the reaction of pv’ "ic opinion to the orgies 
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of extravagant dissipation of public funds by counties, townships, 
cities, and towns in aid of the construction of railways, canals, 
and other like undertakings during the half century preceding 
1880, and its was designed primarily to prevent the use of public 
funds raised by general taxation in aid of enterprises apparently 
devoted to quasi public purposes, but actually engaged in private 
business. Although an irrigation district is authorized to levy 
taxes upon the lands included in the district for the purpose of 
raising funds to discharge any indebtedness incurred in purchas- 
ing or constructing an irrigating system and in maintaining such 
system, the taxes so imposed are in the nature of special assess- 
ments, as distinguished from general taxes... .’” (Thaanum v. 
Bynum Irr. Dist., 72 Mont. 221, 282 P. 528.) 


Undoubtedly, the framers of our Constitution were aware of the 
extravagant dissipation of public funds in other states and wisely pro- 
vided against it. 


“It is settled by very high authority that in placing a con- 
struction on a Constitution or any clause or part thereof, a court 
should look to the history of the times and examine the state 
of things existing when the Constitution was framed and adopted, 


in order to ascertain the prior law, the mischief, and the remedy. 
..” 11 Am.Jur., Constitutional Law, Section 63, page 676. 


We are, however, urged to affirm a holding of the unconstitutionality 
of the statute for the reason that in a strict legal sense a deposit of public 
funds for a fixed period of time constitutes a loan and indirectly aids and 
benefits the depositary. We think this requires a consideration of the 
motivating and animating cause of the transaction authorized by the 
statute as well as the object that it is designed to accomplish. 

In Almond v. Day, 197 Va. 782, 91 S.E.2d 660, 667, the Supreme 
Court of Virginia, in considering whether the Supplementary Retirement 
System statute which provided for the investment of state funds was 
prohibited by a constitutional clause (similar to Arizona Constitution), 
restricting the lending of credit for the investment of such funds in 
the stock of corporations, stated: 


“Use of the State’s funds for purchase of securities for the 
State’s benefit is not an extension of ‘credit’ which poses any 
threat to the financial security or welfare of the State. Extending 
its credit to aid and promote private enterprise was the evil from 
which the State had suffered financially. The potential danger 
incurred in lending credit to foster and promote the interests of 
those who had no rightful claim, in justice or in morals, to the 
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State’s help or relief was the evil to be arrested. When the 
underlying and activating purpose of the transaction and the 
financial obligation incurred are for the State’s benefit, there is 
no lending of its credit though it may have expended its funds or 
incurred an obligation that benefits another. Merely because the 
State incurs an indebtedness or expends its funds for its benefit 
and others may incidentally profit thereby does not bring the trans- 
action within the letter or the spirit of the ‘credit clause’ pro- 
hibition. 
o oO ° 2 o co 

“The historical background of this provision and the qualifying 
phrase added in 1902 make it abundantly clear that the purpose 
of the transaction is the vital and controlling factor by which its 
validity or invalidity shall be determined. When the purchase 
of corporate securities, i. e., bonds, stock or other obligations of a 
company is made with State funds which are being invested in 
the ordinary course of business for the State’s benefit, and the 
transaction is not activated or made with the purpose of aiding 
in the construction or maintenance of the works of a company, 
such purchase is not forbidden by § 185... .” 


We think the legislature wisely and safely provided for deposit of 
inactive funds in such a manner that will afford the state and its sub- 
divisions, when the need or necessity arises, the right to withdraw such 
funds. Under the provisions of the statute which we are considering 
the state or political subdivisions may withdraw active funds deposited 
on demand. The inactive funds are left with the bank upon certificates 
of deposit payable in six months, but with express provision that any 
part or all of the same may be withdrawn upon thirty days’ notice at any 
time prior to the six-month maturity date. In addition to these two 
provisions a board of deposit would have the power to demand the 
immediate withdrawal of inactive funds if it was confronted with an 
emergency, as is provided in Section 4(d)of Regulations of the Federal 
Reserve Board. We hold that an award of public monies to a bank 
under the provisions of Chapter 119 is not a transaction prohibited by 
the extension of credit inhibition contained in Section 7, Article 9, of 
the Constitution of the State of Arizona. 

We find no merit to the contention that indispensable parties were 
not made defendants, namely, the State of Arizona and other state 
officials, as the record shows that the attorney general entered an appear- 
ance and accepted service of summons and complaint. This constituted 
full compliance with Section 12—1841, A.R.S. 

As an additional ground for holding the statute in question un- 
constitutional, the trial court found that the method provided for 
determining interest to be paid as indefinite and uncertain. A.R.S. § 35— 
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$25.19 establishes the rate of interest to be paid on inactive deposits as 
“, .. the highest permissible rate of interest, which rate, to be established 
by the board of deposit, shall not exceed fifty per cent of the average 
yield before taxes of United States treasury bills for the three months 
next preceding the issue or renewal of a certificate of deposit... .” These 
figures are always available and can be obtained promptly from the 
U.S. Treasury. They are not indefinite and uncertain and are readily 
ascertainable. Nor do we think the method of determining the rate of 
interest is a delegation of authority to a federal agency as it is merely a 
formula or standard to be used by the boards of deposit and have a 
definite and fixed basis in connection with the rate of interest to be 
paid, and under such circumstances Chapter 119 cannot be construed as 
a delegation of the legislative power of the state. Valley Nat. Bank of 
Phoenix v. Glover, 62 Ariz. 588, 159 P.2d 292, and cases cited. 

We do not agree with the conclusion of the trial court that Chapter 
119 was unconstitutional based upon the ground that it constituted a 
restraint of trade in that it attempts to restrict free business intercourse 
between the banks of the state, counties and cities. The legislature has 
always exercised, and rightly so, the power to provide for the handling 
and safekeeping of public revenue. It is certainly within legislative 
competence to provide some reasonable and uniform formula for dis- 
tribution of public funds among eligible depositories. Certainly a 
statute requiring the deposit of public funds based upon the respective 
capital structures of the qualifying depositories is both equitable and 
proper in considering the important safety factor. While it appears that 
one of the chief purposes of Chapter 119 is profit to the state or sub- 
divisions by way of interest on the funds deposited, this is by no means 
the only consideration. The important element of safekeeping cannot 
be ignored. Where the legislature enacts a statute designed to protect 
and regulate the deposit of public funds, basing the qualification for 
state funds upon the proportion the capital structure of each qualified 
depository bears to the capital structure of all and as to each subdivision 
in proportion as the aggregate qualifying deposit of all such qualifying 
offices of the applicant banks, we believe a reasonable foundation for the 
classification is made and the statute is not arbitrary or discriminatory. 
Schrey v. Allison Steel Mfg. Co., 75 Ariz. 282, 255 P.2d 604; Southwest 
Engineering Co. v. Ernst, 79 Ariz. 403, 291 P.2d 764. 

We therefore hold that Chapter 119, Laws of 1956 (A.R.S. Title 35, 
Chapter 2, Article 2) is constitutional and valid. 


Judgment reversed. 


UDALL, C.J., and WINDES, PHELPS and STRUCKMEYER, J]J., 
concur. 
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Savings and Loan Director Entitled to Access 
to Association Records 


A decision which presumably could apply to commercial 
and savings banks, indicates that the director of a savings 
and loan association is entitled to inspect and make copies 
of the records of the association in order to obtain information 
“pertinent to the affairs of the corporation.” The petitioner, a 
director, brought suit to compel the association and another di- 
rector who allegedly controlled it, to permit the petitioner, her 
accountant, and her attorney to inspect the books of the associa- 
tion. 

The court ruled that the petitioner herself was entitled to 
make such an inspection “absent any demonstration of claimed 
ulterior purpose to the adverse interest of the corporation.” It 
also ruled, however, that this right of access and inspection did 
not extend to her personal accountant and attorney because no 
proof was advanced of mismanagement or unlawful conduct by 
those controlling the corporation. Pacent v. Fourth Federal 
Savings & Loan Association of New York, Supreme Court of 
New York, 167 N.Y.S.2d 550. The opinion of the court is as 
follows: 


McGIVERN, J. — Petitioner, a director of the respondent association, 
has applied for a final order in the nature of a mandamus, directing the 
respondents to permit the petitioner and her accountant and attorney 
to make an inspection of all corporate books, books of account, and 
monthly and yearly audits; and further, petitioner seeks access to all 
parts of the respondent Association’s office and records, allegedly in 
furtherance of petitioner’s duties as a director of the respondent Asso- 
ciation. 

The proper performance of petitioner's duties as a director, absent 
any demonstration of claimed ulterior purpose to the adverse interest 
of the corporation, seems to require that she be permitted to inspect 
all such books and records and have proper access to all offices of the 
corporation for the procural of information pertinent to the affairs of the 
corporation. The declaration by the individual respondent of petitioner’s 
animosity towards the individual respondent and certain other directors 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 1113. 
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in control of the corporation is insufficient proof of an interest by petition- 
er adverse to the corporation so as to warrant barring her from her 
absolute right of personal access and inspection. 

The petitioner’s right of personal access and inspection of records 
and transactions does not extend however to her personal attorney and 
accountant in the ordinary course of events. The majority of the di- 
rectors, by appropriate resolution, have designated that officers alone are 
empowered, in the normal course of the corporation’s business, to choose 
the accountants or lawyers who are to render service or advice with 
respect to the corporation’s activities. If the right of each individual 
director to appropriate information were to normally include the right 
to select and appoint personal accountants and attorneys to examine and 
inspect the corporate records and transactions, the business of the cor- 
poration would be improperly impeded. 

The right of an individual director to have the assistance of an 
attorney or accountant in inspecting and examining corporate records 
and transactions arises only where there is advanced some proof of 
claimed misconduct, mismanagement, or unlawful conduct by others 
in control of the corporation to the detriment of the best interests of 
the corporation. The petitioner in paragraph 7 of her petition alleges 
upon information and belief, that “the respondent, Frank Simon, and 
other members of the Board of Directors under his domination and 
control and in unlawful conspiracy with him and each other, have per- 
petrated unlawful acts to the detriment of said Association and its 
members, and for their own personal enrichment, and that proof thereof 
lies in the books and records of said Association, access to which has 
been denied petitioner.” Petitioner alleges no fact or facts in support 
of this allegation. 

One, Murray Weiss, an attorney associated with the attorney for the 
petitioner, has submitted an affidavit in support of petitioner’s application 
stating, “Deponent has been informed of at least five separate unlawful 
practices containing numerous counts engaged in by the respondent, 
Frank Simon, and several other directors which have been carefully 
concealed not only from the auditing authorities but from some of their 
fellow directors as well.” The deponent does not allege the source of 
his information. The nature and character of the alleged unlawful 
practices is not disclosed. Again, no facts are asserted to warrant even 
speculation, let alone an issue, pertaining to possible misconduct of or 
mismanagement of the corporate business. Under the circumstances, no 
triable issue has been raised so as to warrant a trial or reference of 
issues, preliminary to the making of a final order herein, pertaining to 
the right of petitioner to have her personal attorney and accountant 
present upon the requested examination of the books and records of the 
corporation. 
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Accordingly, the petitioner will be permitted to have access to all 
parts of the respondent Association’s office and records, in furtherance 
of petitioner's duties as a director of the respondent Association. The 
petitioner will also be permitted to personally make copies of ali cor- 
porate books, all books of account, and monthly and yearly audits. A 
final order to such effect will be made. Application is otherwise denied, 
with leave to renew upon the making of an adequate showing. Settle 
order. 





Bank Not Liable in Malicious 
Prosecution Case 


A case which is of interest because it sets forth the elements 
of malicious prosecution has been decided in favor of a bank 
by the Court of Civil Appeals of Texas. A depositor overdrew 
his account by more than $18,000. This was known to the 
bank’s cashier and a vice-president but not by the president and 
directors although it occurred over a two year period. When 
the overdraft was discovered by the directors they consulted 
with their attorney. Efforts were made to have the overdraft 
made up but these efforts failed. Subsequently the bank gave 
the information concerning the whole episode to the district 
attorney who made an investigation of the facts and presented 
them to a grand jury which returned an indictment against the 
depositor, and two others. Some time after this happened re- 
payment of the full amount of the overdraft was paid to the 
bank and the indictment was dismissed. The depositor and 
the two others under indictment then brought suit against the 
bank for malicious prosecution. 

The court ruled in favor of the bank. It outlined the ele- 
ments necessary to substantiate a suit for malicious prosecution 
as, (1) commencement of a criminal prosecution against the 
plaintiff which has been caused by the defendant, and which 
terminated in favor of the plaintiff, (2) innocence of the plain- 
tiff, (3) no probable cause for the criminal proceeding, (4) 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1077. 
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actual malice on the part of the defendant, and (5) resultant 
damage to the plaintiff. The court reasoned that because the 
bank had only presented information to the district attorney but 
had not filed complaints or informations against the plaintiffs, 
that it had not “caused” the criminal prosecution as required in 
#] above. Also this requirement was not fulfilled because the 
proceedings had not terminated in favor of the plaintiffs but 
rather had only been dismissed when repayment was made. 
Moreover, there was nothing to indicate malice on the part of 
the bank. Davidson et al v. The First State Bank of Andrews 
et al, Court of Civil Appeals of Texas, 310 S.W.2d 678. The 
opinion of the court is as follows: 


FRASER, J.—This is a malicious prosecution suit brought by ap- 
pellants against appellees, claiming that appellees (hereafter known as 
defendants) had maliciously caused the prosecution of plaintiffs, and set 
in motion the machinery of the law so as to cause the plaintiffs to be 
indicted by the grand jury of Andrews County with a charge of theft. 
The trial court entered summary judgment for defendants, from which 
action this appeal has been taken. 

The defendants in this particular action were the First State Bank 
of Andrews, Texas, and two of its directors, other defendants having been 
eliminated by the action of other district courts. It appears that R. O. 
Davidson had an automobile business in Andrews, known as “Davidson 
Pontiac Company,” during the years 1953 and 1954. His son-in-law, 
B. J. Stickney, worked for this business. His daughter, Norma Jean 
Stickney, was employed by the defendant bank as a bookkeeper. These 
were the three people indicted. It appears that from April 9, 1953, until 
September 1954, Davidson issued certain checks which were presented to 
defendant bank, totaling around $18,000. This sum represented payment 
by the bank of Davidson checks, which were not covered by any funds 
and were, in other words, “hot checks.” The checks were issued by 
Davidson and Stickney and presented by various payees. It is apparent 
that the president and directors of the bank did not know of this sizeable 
overdraft, but that the overdraft had been permitted by William J. 
Sanders, cashier, and Claude Neely, vice president. Upon learning of 
these irregularities, the directors conducted an investigation and con- 
cluded that more than $18,000 had been paid out on the Davidson- 
Stickney checks without sufficient funds to cover. After discovering the 
deficit, the directors of the bank consulted with their attorney, who was 
also serving as County Attorney, and were advised by him to present 
the matter to the grand jury. Some effort was made to persuade the 
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plaintiffs to make restitution, and there was an attempt to persuade Mrs. 
Davidson to turn in some personal property of her own; also, there was 
talk of Mr. Davidson selling the business in order to pay this debt. 
These efforts, apparently, did not bear fruit, and the district attorney, a 
resident of Kermit, Texas, made an investigation of the matter and 
presented the situation to the grand jury. The record also contains a 
letter from Mr. J. W. Munson, Departmental Examiner of the Texas 
Department of Banking, stating that misapplication of funds had been 
proven, and suggesting that charges should be filed against various 
people, including Mr. Davidson. Some time after the indictment was 
returned, an attorney for the defendants presented repayment in the 
sum of $19,295, which was accepted. An attempt was apparently made 
to locate the district attorney, but this having failed, the county attorney 
then presented a motion to dismiss the iridictment, which was granted 
by the trial court. Thereafter, plaintiffs filed their suit for malicious 
prosecution. 


It is well established that, in malicious prosecution actions, the proof 
must be positive, clear, and satisfactory. The elements necessary are 
the commencement of a criminal prosecution against plaintiff which 
has been caused by the defendant, and which terminated in favor of 
the plaintiff. Also, that plaintiff was innocent; there was no probable 
cause for such proceeding; and it was done with actual malice and 
resulted in damages to plaintiff: Montgomery Ward & Co. v. Kirkland, 
Tex.Civ.App., 225 S.W.2d 906; Sullivan v. O’Brien, Tex.Civ.App., 85 
S.W.2d 1106. There is no question here that the first element is ad- 
mitted, as there was commencement of criminal prosecution; but, taking 
everything and every inference favorable to plaintiff into consideration, 
we cannot find that it was caused by the defendants. The record shows 
that the defendants, as they had every right to do, merely caused the 
situation to be communicated to the district attorney, who, by his own 
affidavit, testified that he made an independent investigation. No com- 
plaints or information were ever filed by any of the defendants, or by the 
bank, and none of the defendants appeared before the grand jury. 
Therefore, there seems to be no ground for saying that defendants 
caused this prosecution. They merely presented information to the 
duly constituted officers of the law, as every citizen and institution has 
a right to do. 


With regard to the element of termination in favor of plaintiff, it 
is obvious from the record here that this matter was dismissed because 
they had paid up, and not because they proved their innocence. There 
was no trial. The affidavit of Max Ramsey, which was before the trial 
court, discloses that one David McCord, attorney for the plaintiffs, 
approache” him (Ramsey) and inquired as to how the criminal proceed- 
ings against the Stickneys and Davidson could be taken care of. During 
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this conversation, the affidavit states that McCord suggested that the 
plaintiffs (Stickneys and Davidson) would make some arrangement to 
pay the $19,295 if Ramsey would present a motion to dismiss the 
criminal proceedings to the district court of Andrews County, Texas. 
The affidavit further states that Mr. Ramsey was unable to get in touch 
with the district attorney, and finally drew up the motion himself, which 
was presented to and granted by the district court. Mr. Ramsey further 
states in his affidavit that Mr. McCord, the attorney for the plaintiffs, 
gave him his complete assurance that plaintiffs would bring no civil 
action against the First State Bank of Andrews or any of its directors. 
These statements in the affidavit of Mr. Ramsey appear to be uncontra- 
dicted in the record. Coupled with the fact that the $19,295 was paid 
the same day that the motion was presented, these statements appear to 
us conclusive evidence of a compromise. It has been often held that a 
dismissal of a prosecution upon agreement between the parties in- 
volved is not “favorable termination,” but, rather, a compromise. Cer- 
tainly the bank cannot be criticized for accepting repayment of its 
losses, as the bank here was not an individual, but an institution respon- 
sible for its depositors’ funds. The cases with respect to this particular 
feature have set out the rule that where the termination of a case is one 
of compromise or settlement, knowingly and understandingly entered 
into between the parties, such amounts to an admission of probable cause, 
so that plaintiff is, in effect, barred from later claiming malicious prose- 
cution. Certainly the facts here establish that upon payment of the 
sum of $19,295, the motion was immediately presented to dismiss, and 
the court, presumably being in possession of the facts, undoubtedly 
considered the matter carefully and granted such motion. Therefore, 
there was no termination in favor of the plaintiff. Sullivan v. O’Brien, 
Tex.Civ.App., 85 S.W.2d 1106; Aldana v. Tavazon, Tex.Civ.App., 15 
S.W.2d 678; 54 C.J.S. Malicious Prosecution § 58, p. 1026; Leonard v. 
George, 4 Cir., 178 F.2d $12. 


As to plaintiffs’ innocence of the crime charged, the facts are not 
disputed as to the overdrafts. We will not discuss the legal question of 
whether such was a crime, but certainly the district attorney and the 
grand jury must have thought so. These facts also take care of the 
next point, to-wit, the absence of probable cause. 


As to the presence of actual malice, the record shows that none of 
the defendants filed any complaints, or even appeared before the grand 
jury. The directors had not known of this arrangement between the 
cashier and plaintiffs whereby they were permitted to overdraw to the 
extent of many thousands of dollars. There is no evidence that they 
persuaded the district attorney or the grand jury to return the indict- 
ment. It was the State of Texas acting through its district attorney and 
grand jury that charged them with the crime. 
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Summing up, the evidence is undisputed that defendants filed no 
complaints; that plaintiffs were indicted by a regularly constituted grand 
jury, after an investigation by the district attorney. The overdrafts were 
never denied, and were repaid. Defendants asked for an investigation, 
as is the right of every citizen and institution. There is no evidence of 
malice on the part of defendants, nor does there appear to be any im- 
propriety in their actions which might indicate malice. They found a 
large sum of money missing and, after consulting their attorney and 
failing to recover same, turned the matter over to the district attorney 
and grand jury for such action as they saw fit to take. Upon return of 
the money, the trial court dismissed the indictments. Therefore, the 
elements necessary to sustain a successful recovery for malicious prosecu- 
tion are not, in any wise, here present. We have not overlooked the fact 
that, in the case of summary judgment, evety proper indulgence must be 
given to the position of the appellant, and this we have done; but, taking 
as true all of plaintiffs’ evidence and giving every favorable inference 
possible to their position, we see no way for them to recover damages 
for malicious prosecution on the facts here present. We think the 
record, as presented to the trial court, sustains him in every way in 
granting a summary judgment in favor of the defendants. Missouri, 
K. & T. Ry. Co. of Texas v. Groseclose, Tex.Civ.App., 110 S.W. 477; 
Montgomery Ward & Co. v. Kirkland, Tex.Civ.App., 225 S.W.2d 906; Reed 
v. Lindley, Tex.Civ.App., 240 S.W. 348. 


The appellants’ points are, accordingly, overruled and the decision 
of the trial court affirmed. 


CARBON COPY NOT NEGOTIABLE INSTRUMENT 


In a case of first impression, the Court of Appeals of Ohio 
has ruled that under the Negotiable Instruments Act, a carbon 
copy of a note was not a negotiable instrument. The maker of 
the note had not signed it separately but rather had signed the 
original so that his signature had been impressed on the 
copy under the carbon paper. The Court ruled that the note 
did not qualify as a negotiable instrument because it did not 
comply with § 185 of the Uniform Negotiable Instruments Act 
(Ohio Rev. Code Anno 1953 § 1307.2) which requires that a 
negotiable instrument be “signed by the maker.” See Chrismer 
v. Chrismer, Court of Appeals of Ohio, 144 N.E.2d 494. 








THE BANKING LAW JOURNAL 


Holder In Due Course Prevails Over 
Drawer of Check Despite Breach By Payee 


The payee of a check who had performed work for the 
drawer under a contract, negotiated the check to the plaintiff 
who paid value for the check without notice of any infirmity 
or that payment on the check had been stopped. When the 
plaintiff brought suit, the drawer claimed the plaintiff was not 
a holder in due course because his recommendation that the 
payee would do good work made him an interested party who 
had notice that the payee did not live up to his contract with 
the drawer. 

The court ruled that no evidence had been submitted to 
show that plaintiff either knew of the acts of the payee in using 
inferior materials or that plaintiff in any way guaranteed the 
payee’s work. He was, therefore, a holder in due course and 
entitled to be paid on the check. Boston Post Lumber Company 
v. Rubin, Supreme Court of New York, 169 N.Y.S.2d 939. The 
opinion of the court is as follows: 


SPECTOR, J.—Motion for summary judgment and to strike out the 
answer is granted. 

The action is on a check issued by defendant to the order of Arthur 
Lev, of which check plaintiff became a holder in due course. The 
plaintiff's affidavits reveal that the check was negotiated to it by Lev for 
a valuable consideration without notice to plaintiff of any infirmity in 
the check and without knowledge by plaintiff that payment had been 
stopped. 

Defendant admits that the check was issued in payment of services 
rendered by Lev under a contract between him and defendant. How- 
ever, it is claimed that upon discovery of the fact that Lev had breached 
the contract by performing defective work and using imperfect materials, 
defendant stopped payment. It is asserted that plaintiff had represented 
to defendant that Lev was a competent workman and would use good 
material to be furnished to him by plaintiff. Because of these facts, 
defendant argues that plaintiff is not a holder in due course since it 
was, in effect, an interested party to the contract and therefore had notice 
that the contract was breached by Lev and that there was a failure of 
consideration. 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 630. 
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But defendant submits no facts to indicate in what respects the 
materials were not suitable for the work performed or to show that 
plaintiff had knowledge of the particular quality of materials which the 
contract nor is there any claim that it guaranteed that Lev would per- 
form the work in a satisfactory manner and in accordance with the 
terms of the agreement. Nothing is shown, other than plaintiff's part 
in recommending to Lev, to indicate that it was connected in any way 
with Lev’s breach of the contract. Any defences based upon that breach 
while valid as against Lev, the payee, are not available against plaintiff 
as a holder in due course. 

Here, plaintiff took the check for value without notice of any defect 
or equities between the parties. As such, it is a holder in due course and, 
despite its knowledge of the existence and purpose of the contract, it 
was not under a duty at the time it purchased the check to ascertain 
whether the contract had been breached. Since the plaintiff denies 
having notice of the existence of any equities between Lev and the 
defendant at the time the check was negotiated to it, and the defendant 
offers no proof to show plaintiff had actual or constructive notice which 
would require plaintiff to make inquiry as to the facts, the plaintiff has 
sufficiently established it is a holder in due course. 

The answer is struck out and the clerk is directed to enter judgment 
in favor of the plaintiff and against the defendant in the sum of $250 
with interest as demanded. 











FEDERAL BANKING LAWS 


By F. GLOYD AWALT of the Washington, D. C. Bar 


Notes from Washington pertaining to federal banking legislation 
and the regulation of banks by supervisory agencies. 





Legislation 

At the time of this writing the Committee on Banking and 
Currency of the Senate has under consideration two bills, S. 
3698 and S. 4116, to amend the Federal Home Loan Bank Act 
so as to authorize the regulation of commercial insurance of 
savings and loan associations or savings banks. Both are bills 
introduced by Senator Beall of Maryland, growing out of cir- 
cumstances surrounding a building and loan association located 
in Maryland which is purported to be insured by a commercial 
insurance company in Panama. 

The bill, S. 3651, Small Business Investment Act of 1958, 
which passed the Senate, was passed by the House with num- 
erous amendments. In conference the House receded from 19 
amendments and the Senate receded from 19 amendments. In 
addition, 7 amendments made by the House were agreed to 
by the Senate, with further amendments. Principal among these 


are the following: 

1. “The term ‘small business investment company’ and ‘com- 
pany’ mean a small business investment company organized as 
provided in title III, including (except for purposes of section 301 
and section 308 (f)) a State-chartered investment company which 
has obtained the approval of the Administrator to operate under 
the provisions of this Act as provided in section 309 and a company 
converted into a small business investment company under section 
401 of this Act;”. 

2. “Small business investment companies may be formed for 
the purpose of operating under this Act by any number of persons, 
not less than 10, who shall subscribe to the articles of incorpora- 
tion of any such company; Provided, That no such company shall 
be chartered by the Administration under this section in any State 
unless the Administration determines that investment companies 
cannot be chartered under the laws of such State and operate in 
accordance with the purpose of this Act: Provided further, That 
no such company shall be chartered by the Administration under 
this section after June 30, 1961.” 
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3. The approval of the Administrator for investment com- 
panies chartered under the laws of any state, to operate under the 
terms of the new act, with due regard to the factors specified in 
Section 301 (c) of the Act, which sets up standards for the Adminis- 
trator to consider, such as the need for the financing of small 
business concerns in the area, general character of the proposed 
management of the company, the number of such companies pre- 
viously organized in the United States and the volume of their 
operations. 

The bill, as agreed to in the conference report, was passed 
by both the House and Senate and cleared for the President's 
signature on August 7, 1958. 

The bill known as the Housing Act of 1958, which passed 
the Senate, has been reported out by the Banking and Cur- 
rency Committee of the House with many amendments, which, 
from present indications as to the bill's fate, seem unnecessary 
to discuss. The amendments are generally more liberal in 
scope than the Senate bill. Many of the provisions have been 
vigorously opposed by witnesses testifying before the Com- 
mittee, including FHA Commissioner Cole. In the short time 
remaining before the adjournment of Congress, it would appear 
at this writing that the bill would not become law. If it should 
be able to pass the Rules Committee of the House, it undoubt- 
edly still faces a fight on the floor, and possibly one in the 
Senate. It has been freely intimated by Mr. Cole that should it 
be enacted it will be vetoed. 

The Small Business Act of 1953 would have expired on July 
31, 1958. Congress passed a separate act, Public Law 85-536, 
which became law July 18, 1958. The rewritten act makes the 
Small Business Administration a permanent agency; increases 
the authorization for loans to small business; provides for a more 
“equitable” share of Government procurement for small busi- 
ness by providing a new definition of small business for procure- 
ment purposes; reduces the interest rate on direct Small Busi- 
ness Administration loans and on SBA’s share of such loans made 
in participation with private lenders and eliminates the ceiling 
on the interest rate on the private interest’s share. 

The Defense Production Act of 1950, Section 301 of which 
is the basis for guarantees of loans for defense production, which 
would have expired June 30, 1958, was amended and continued 
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in force until the close of June 30, 1960, by Act of June 28, 
1958 (Public Law 85-471). 

By Act of Congress approved June 30, 1958 (Public Law 
85-476), the authority of the Federal Reserve Banks under 
Section 14(b) of the Federal Reserve Act to purchase and sell 
direct or fully guaranteed obligations of the United States 
directly from or to the United States, which would have ex- 
pired on June 30, 1958, was extended until June 30, 1960. 

The Act of Congress approved July 7, 1958 (Public Law 
85-508), which provides for the admission of the State of 
Alaska into the Union, also amended the first paragraph of Sec- 
tion 2 of the Federal Reserve Act to provide that when the State 
of Alaska is hereafter admitted to the Union, the Federal Re- 
serve Districts shall be readjusted so as to include such State, 
and to require national banks in any new State to become 
members of the Federal Reserve System. 


Board of Governors of the Federal Reserve System 

On July 10, 1958, the Board of Governors of the Federal 
Reserve System released majority and minority opinions and 
the order of the Board in the matter of the applications under 
Section 3 of the Bank Holding Company Act of the First New 
York Corporation, The First National City Bank of New York 
and the International Banking Corporation with respect to the 
proposed action which would have each such institution be- 
come a bank holding company under the Act. The Board, 
by a vote of five to two, denied the applications. Voting for the 
action taken were Chairman Martin, Vice Chairman Balderston, 
and Governors Szymczak, Robertson and Shepardson; voting 
against the action were Governors Vardaman and Mills. 


Treasury Department 

The Treasury has amended its Code of Federal Regulations, 
which is also Treasury Department Circular No. 848, dealing 
with deposit with Federal Reserve Banks and Depositary Banks 
of employer and employee taxes under the Federal Insurance 
Contributions Act; income tax withheld on wages under the 
Internal Revenue Code of 1954; employer and employee taxes 
under the Railroad Retirement Act; and certain federal excise 
taxes. 





Status of Uniform Commercial Code 


The Uniform Commercial Code has to date been enacted 
in Pennsylvania, Massachusetts and Kentucky. Mr. William 
A. Schnader, Chairman of the Commercial Code Committee 
of the Conference of Commissioners on Uniform State Laws 
reports” as follows on the enactment status of the Code in other 
states: 


Within recent months in my capacity as chairman of the Commercial 
Code Committee of the National Conference of Commissioners I have 
conducted a survey to ascertain in what:state legislatures the Code will 
be introduced in 1959. The results are quite encouraging. In New 
England, commissioners assure me that in CONNECTICUT, MAINE, 
NEW HAMPSHIRE and VERMONT the Code will be introduced and 
vigorously pressed for passage. From Rhode Island I have not received 
definite information one way or the other. 

I shall reserve for later discussion the situation in New York. 

Going west of Pennsylvania, I am assured that the Code will be 
introduced in 1959 into the legislatures of OHIO, INDIANA, ILLINOIS 
and MICHIGAN. 

On the other side of the Mississippi, commissioners on uniform state 
laws state definitely that NORTH DAKOTA, COLORADO, NEVADA, 
NEW MEXICO and UTAH will introduce the Code in their legislatures 
in 1959. The commissioners in WYOMING state that they will intro- 
duce the Code next year if at all possible. 

South of Pennsylvania only one state has thus far indicated that the 
Code will be introduced next year. That state is GEORGIA. 

To sum up, present prospects are that at least 14 state legislatures 
will have the Code before them for consideration next year. 

The Code has been studied by legislative agencies, state bar associa- 
tions or other groups in the following states whose commissioners on 
uniform state laws have not indicated an intention to introduce the 
Code in 1959: ARIZONA, ARKANSAS, CALIFORNIA, IOWA, MARY- 
LAND, MISSOURI, TENNESSEE, TEXAS, VIRGINIA and WASHING- 
TON. Some of these states, notably Missouri, Texas and Virginia, have 
published analyses of the Code showing what changes its adoption would 
effect in the laws of their respective states. 

It is sincerely to be hoped that some of the states whose commis- 
sioners have not indicated as yet that the Code will be introduced in 


* The text of the following reprinted from a portion of an article in the 
July, 1958 issue of THE * BU INESS TAWYER, a publication of the Section of 
Corporation, Banking and Business Law of the American Bar Association. 
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their 1959 legislatures will join the procession next year. 

Amost everyone with whom I speak about the Commercial Code 
sooner or later poses the question, What about NEW YORK? 

Immediately upon the publication of the 1956 Recommendations of 
the Editorial Board, which resulted in the 1957 Official Edition of the 
Code, ample copies of the recommendations were sent to the New York 
Law Revision Commission, and the same procedure was followed im- 
mediately upon the publication of the 1957 Official Edition of the 
Code with Comments. Except for courteous acknowedgments of the 
receipt of these publications no word has come to any member of the 
Editorial Board from the New York Commission. The impression has 
become prevalent that the New York Commission feels that its work 
has been finished and that there is nothing further for it to do unless 
it receives supplemental directions from the New York legislature. If 
that impression be correct, the situation is no different in New York from 
that in any other state which has not adopted the Code. It is the duty 
of the commissioners on uniform state laws in New York under the by- 
laws of the National Conference of Commissioners on Uniform State 
Laws to use their best efforts to have the Code enacted in their state. 

If important segments of the banking, business and other commercial 
interests of New York do not believe what their distinguished brethren in 
Pennsylvania tell them regarding the advantages of operating under the 
Commercial Code, and successfully continue to prevent the Code’s 
passage by the New York legislature, the only result will be that New 
York notwithstanding its pre-eminence in the volume of its commercial 
transactions, will be operating under statutes which are outmoded and 
totally inadequate to regulate commercial transactions in this day and 
age. Only New York will be the loser, except to the extent to which 
citizens of those forward-looking states which enact the Code will be 
compelled to operate under two sets of laws when their transactions 
extend into New York. 

Those of us who are vitally interested in seeing the provisions of the 
Code become uniform as rapidly as possible ardently hope that the for- 
mer New York objectors will realize that the Editorial Board has done 
everything it could be expected to do to meet the New York views. 
Uniform acts on any subject must necessarily be, in their final form, 
the results of compromise. It could hardly be expected that 52 juris- 
dictions would be unanimous in approving every provision of any sizable 
piece of legislation. The result is that one state must yield on one 
point and another on another point. The Commercial Code is no ex- 
ception. And unless New Yorkers are bent on living on an island of 
commercial legal isolation, they must be willing to yield on the very few 
points on which the Editorial Board declined to accept the views of the 
New York Law Revision Commission. 





COMMERCIAL CREDIT 
LAW LETTER 


By THOR W. KOLLE, Jr., Member New York Bar 


Letter from the Editor concerning recent court decisions, 
statutes and opinions in the field of trust receipts, conditional sales, 
chattel mortgages and other secured transactions. 


One of the principal purposes of this column is to 
bring to the attention of bank officers and finance ex- 
ecutives situations where the careless operation of their 
departments might lead to serious loss. Thus we from 
time to time bear down on the subjects of prompt filing, 
or the proper election of legal remedies or the correct 
procedure ineffecting arepossession. These are matters 
that are technical in nature but, as we have sought to 
point out, the proper attention to them produces a very 
obvious dollars-and-cents results. All of this is by way 
of introducing a case which appeared recently touching 
on a somewhat unusual procedural matter, that of the re- 
lease of a mortgage. 


RELEASE OF CHATTEL MORTGAGE 

A chattel mortgagor was able to present evidence in 
court that the mortgagee was not acting in good faith in 
refusing to satisfy the mortgages of record. The trial 
court awarded the mortgagor $500 as damages caused by the 
mortgagee's refusal to act and an additional $2500 which 
the trial court found was the reasonable attorney's fee 
of the mortgagor. The mortgagee appealed, contending 
that the evidence was not adequate to justify a judgment 
under the penal statute and that in any event the at- 
torney's fee was not allowable as damages. 

The Supreme Court of Idaho ruled against the mort- 
gagee. It decided that the mortgagor had made a prima 
facie case showing the mortgagee's lack of good faith and 
that the statute provided for payment of all damages for 
the failure to satisfy a mortgage of record. All damages 
include attorney's fees where such are necessary to se- 
cure the satisfaction and release of a mortgage. Head 
v. Crone, Supreme Court of Idaho, March 25, 1958. 
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ATTORNEY'S FEE—CONDITIONAL SALE CONTRACT 

Another case involving an attorney's fee has been 
decided recently in New Jersey. There, the assignee of 
conditional bills of sale for various motor vehicles 
sought payment of a 15% attorney's fee out of the proceeds 
of sale of the vehicles, the sale having been necessary 
because of the buyer's bankruptcy. The court ruled that 
the provision in the contract calling for such attorney's 
fees was not invalid. Such provisions are generally rec- 
ognized although the courts retain the right to pass on 
the reasonableness of the fees. In the Matter of Pack- 
It, Inc. United States District Court, New Jersey, Janu- 
ary 20, 1958. 


2 * 


DUTY BY MORTGAGEE TO INQUIRE 

A case where the mortgagee was not quite diligent 
enough has been decided by a Florida court. When con- 
sidering a mortgage application the mortgagee went to the 
mortgagor's premises to inspect certain tractors which 
were to be mortgaged. The mortgagor was questioned and 
informed the lender that title to the tractors was com- 
plete and clear of liens. Later, the seller of the trac- 
tors and the mortgagee went to court to have the question 
of title determined. The court ruled against the mort- 
gagee, reasoning that the mortgagee had not inquired far 
enough. Having seen the tractors on the showroom floor 
and taken the mortgagor's word for the fact that the title 
was clear was not sufficient. The mortgagee should have 
inquired from the seller whether or not any interest in 
the tractors was retained or whether or not the seller had 
a lien on the property. As it turned out the tractors 
had been sold under a title retention contract which gave 
the seller a lien prior to the lien of the mortgagee. 


Boynton Beach State Bank v. J. I. Case Company, Flor- 
ida District Court of Appeal, December 23, 1957. 


- s * 


AMENDMENT TO NEW YORK RETAIL INSTALMENT SALES ACT 

It will be of interest to bank officers and credit 
executives that in April of this year the New York Legis- 
lature enacted some amendments to various portions of the 
state's Retail Instalment Sales Act and its Motor Vehicle 
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Retail Instalment Sales Act. One of the significant 
changes appeared in both of these Acts and concerned the 
anticipation of payments under instalment contracts. The 
first paragraph of Section 408 of the Instalment Sales 
Act now includes the following first sentence: 


"Notwithstanding the provisions of any contract or 
obligation to the contrary, any buyer may pay it in full 
at any time before the maturity of the final instalment 
of the time balance thereof and if he does so shall 
receive and be entitled to receive a refund credit 
thereon . . .« whether or not the maturity of the time 
balance of the contract was accelerated by the holder 
by reason of the buyer's default." 


The Motor Vehicle Act contains a very similar provision. 
The amendment added the stipulation that the buyer was 
entitled to the refund credit even though the acceleration 
of the maturity of the time balance was caused by the 
buyer's default. Retail Instalment Sale Act. Section 
408 as amended by Laws 1958, Ch. 683, effective, October 
1958 and Motor Vehicle Retail Instalment Sales Act, Sec- 
tion 305, as amended by Laws 1957, Ch. 595 and Laws 1958, 


Ch. 681, effective October 1958. 











BANKING LEGISLATIVE 
TRENDS IN THE STATES 





New legislative and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, as 
reported from state capitals and municipalities throughout the country, 
include the following: 


ALABAMA: Whether the Calhoun County Circuit Court refused 
to grant a temporary injunction against 20 Anniston loan firms, as re- 
quested some six months ago by State Attorney General John Patterson, 
was among the questions raised before the Alabama Supreme Court 
during arguments on an appeal from an injunction issued early in April 
against the loan companies by the State Court of Appeals. 

Patterson, who is now the Democratic gubernatorial nominee, filed 
suit against the Anniston loan firms to stop them from charging more 
than the maximum legal interest rate of 8 per cent. He also sought a 
temporary injunction to restrain them from charging higher interest 
pending outcome of the suit. 

The Court of Appeals issued a temporary injunction on the attorney 
general’s request when he complained he had been unable to get the 
lower court to grant one. After the appellate court subsequently re- 
fused to set the injunction aside, attorneys for the loan companies ap- 
pealed to the State Supreme Court for a review of the Court of Appeal’s 
action. 

In agreeing to accept the case for review, the Supreme Court ordered 
the injunction dissolved but required the loan firms to post $10,000 bond 
until the legal questions are settled. 

In presenting the state’s case before the Supreme Court, Guy Parks, 
a special assistant attorney general, contended that the Circuit Court 
did refuse to grant an injunction. On the other hand, however, counsel 
for the loan companies argued there was no record of the lower court 
taking any action on the injunction request. 


FLORIDA: State Comptroller Ray E. Green recently disclosed his 
plan to cancel about 50 inactive Florida small loan licenses might be 
held up by a legal snag. 

He explained he had hoped to set a deadline of about two weeks for 
licensees who failed to actually go into business to either set up shop 
or face cancellation of their licenses. 

“However,” Green said, “several of my staff are of the belief I have 
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no legal authority to cancel licenses, even though the holders are not 
actively engaged in the small loans business.” 

Noting that small loans licenses are issued on an annual basis, Green 
said the holders of the inactive licenses obtained them legally, paid the 
fee and have the right to engage in the small loans business through 
Dec. 31. 

“Some of my staff,” he continued, “feel I would be opening up a lot 
of litigation if I were to summarily cancel these inactive licenses. I have 
not yet received formal legal advice. 

“But if I cannot cancel the inactive licenses, I certainly will refuse 
to renew them Jan. 1 because the failure of the holders to activate them 
will prove there is no need for them.” 

Florida’s legislature last year raised the ceiling on small loans 
from $300 to $600 and reduced the maximum interest from a straight 
8% per cent per month on unpaid balances to 3 per cent on the first 
$300 and 2 per cent on the second $300. 

Written into the revised small loans law at Green’s request was a 
provision requiring license applicants to prove there is need in their 
community for the proposed new loan company. He also was given 
broader authority to act against small loan firms using strong-arm col- 
lection methods. 


KANSAS: State Attorney General John Anderson ruled that each 
charge for insurance must be itemized on a small loan contract in 
Kansas, but that the total charge for insurance need not be listed. 

In an opinion sought by Assistant Consumer Loan Commissioner 
Harry S. Gregory, Jr., the attorney general ruled: 

“If a charge is made for a particular type of insurance, such individual 
charge, together with the other prescribed information, must be set 
out on the contract. As to the total insurance charge, the act is silent 
and it may be assumed that a statement of same is not required. 

Anderson also ruled that companies buying FHA Title I home im- 
provement loan contracts must be licensed under the new Kansas Sales 
Finance Act unless they already are licensed under the Consumer Loan 
Law. 


LOUISIANA: A bill to tighten up methods of computing interest 
and carrying charges on installment purchases was rejected by a com- 
mittee of the Louisiana House of Representatives after being opposed 
by spokesmen for merchants. 

Introduced by Rep. W. C. Steen, Jr., as House Bill No. 115, the 
measure would have had the effect of limiting finance charges to 8 per 
cent. Steen argued that “this would stop the buyer from paying in- 
terest on interest.” 

Opponents contended the bill would create too much bookkeeping 
expense and “put most auto dealers out of business.” 
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MASSACHUSETTS: Proposed legislation to allow the merger ot 
cooperative and savings banks was adversely reported to the Massachu- 
setts House of Representatives by its ways and means committee. 


MISSISSIPPI: Noting that a new small loan brokers and lenders act 
went into effect in Mississippi on July 1, State Bank Comptroller Pat 
McMullan, Jr., pointed out it will be necessary that all firms now in 
business secure licenses within the month of July in order to continue 
in business. New companies coming in from out-of-state also will be 
required to procure rights to operate. 

A $200 license fee for each lender or broker must accompany appli- 
cations for a license and a $1,000 surety bond from a company au- 
thorized to do business in Mississippi. 

Under the new law, as enacted by the 1958 state legislature, lenders 
and brokers must apply for separate licenses. One person cannot oper- 
ate both businesses. 

The law limits to 2% per cent per month the interest and brokerage 
fee on loans up to $99. For loans above that amount, the overall charge 
will be limited to 2 per cent per month. The interest rate on loans 
made without use of a broker or intermediary will be limited to 6 per 
cent per year. 

As the new measure went into effect, McMullan said his office had 
already sent out about 250 sets of regulations and application forms 
requested by interested parties. He urged all interested individuals 
or firms to submit their applications and fee checks as quickly as pos- 
sible. 

“We will review every application and issue licenses as the requests 
are approved,” he said. “I anticipate very harmonious relations with 
the small lenders and brokers. So far, all who have shown interest 
have been most cooperative.” 

McMullan said he had named W. A. Stewart as supervisor in charge 
of the small loan section of his office. Stewart had been an examiner 
with the bank comptroller’s office for eight years. 

Edward Sallis, Jr., was named an examiner with the small loan 
division, with other examiners to be appointed as needed, McMullan 
said. 

“We will have to wait and see how many lenders come in for licenses 
before we can determine our enforcement personnel needs,” he explained. 


MISSOURI: A stand in favor of an independent unit system of bank- 
ing as opposed to branch banking was taken by the Missouri Bankers 
Association’s council of administration at a recent special meeting in 
Columbia. 

Adoption of the resolution opposing branch banking was prompted 
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by the circulation of petitions seeking to put on the November ballot 
an initiated measure to change Missouri laws so as to permit banks to 
establish branches within the county of their locations. The movement 
for the initiated law was started by a group calling itself the Missouri 
Committee for Better Banking Facilities. 


NEW HAMPSHIRE: A proposal that New Hampshire legislators 
consider enactment of a state law requiring banks to insure deposits 
was made by Governor Dwinell as state officials investigated the closing 
of the Valley Trust Co. of Penacook. 

“In view of what has happened at the Valley Trust Co.,” the gov- 
ernor said, “our legislators might well consider the merits of compulsory 
insurance in the future.” 

Previously the governor ordered State Bank Commissioner Winfield 
J. Phillips and State Attorney General Louis Wyman to determine “where 
the real responsibilities lie for the creation of a situation in which it 
was necessary to close the bank.” 

The deposits were not insured, according to Phillips, at whose sug- 
gestion the bank was shut down. Governor Dwinell said it was New 
Hampshire’s first bank failure in 20 years. 


NEW MEXICO: Small loan companies in New Mexico had more 


than $26 million in outstanding loans, an increase of $5.5 million over 
last year’s total, it was revealed by Lyle Teutsch, Jr., executive secre- 
tary of the New Mexico Consumers Finance Association, as that group 
held its annual meeting in Roswell. 


NORTH CAROLINA: State Insurance Commissioner Charles F. 
Gold rejected a proposed increase in premium rates charged in North 
Carolina for credit accident and health insurance required in connection 
with the granting of small loans. 

Small loan companies had asked permission for a 50-cent increase on 
the going $2 premium rate for each $5 unit of monthly benefits per year. 
They claimed a loss experience. The petition in behalf of the com- 
panies was filed by the North Carolina Credit Accident and Health 
Insurance Rating Bureau. 

Also rejected in the bureau’s filing was a request that “the rule 
requiring at least 38 per cent of the gross premiums collected by each 
agent be accumulated by insurance companies indefinitely as an irrevo- 
cable reserve be amended by reducing it to a 30 per cent irrevocable 
reserve.” 

The commissioner also denied policy changes requested by the bur- 
eau on behalf of the companies. 

In turning down the petition, Gold held that the loss ratio does 
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not justify a rate increase and that the proposed policy changes con- 
stituted a reduction in the coverage. 

“Sufficient statistical evidence was not introduced to show how much 
such changes would affect the rate charged,” Gold said. “Thus, the 
record in that respect is not complete.” 

The commissioner added that further consideration would be given 
should such statistical evidence be introduced at a rehearing. 


NORTH DAKOTA: A subcommittee of the North Dakota State 
Legislative Research Committee is prepared to make recommendations 
for the enactment next year of a new small loan regulatory law, it was 
declared by its chairman, Rep. K. A. Fitch of Fargo, following a public 
hearing held in that city. 

He added, however, that the matter of fixing maximum interest rates 
and charges was still in confusion and would require further study 
before recommendation can be made in that respect. 

Those speaking at the hearing in favor of a small loan regulatory act 
included Mart Vogel, Fargo attorney. He was attorney for the receiver 
of the Peerless Finance Co., of Fargo which was closed by court order, 
but he emphasized he appeared at the legislative study committee hear- 
ing only as a citizen. 

Vogel told the hearing that the Peerless firm had 394 active bor- 
rowers on its books; that it had $17,000 outstanding at the time of the 
court action, and that it had been found to be charging interest rates 
of from 145 to 277 per cent. 

“From my experience gained in that action,” Vogel said, “I feel that 
the only way to control these companies is by legislation. There is no 
question that legislation is needed.” 

W. C. Weiser of the Weiser Loan Co., which operates six offices in 
North Dakota, appeared at the hearing as representative of the Small 
Loan Association of North Dakota, comprising 21 loan firms. He said 
the Association had submitted a proposed bill calling for rates of 3 per 
cent per month on loans up to $300, and a graduated scale from that 
point up to $1,500. Some others at the hearing argued that the 3 per 
cent limit would be too high. 

The legislative study group also heard the views of several persons 
on proposals to regulate revolving charge accounts. 

Gordon McGregor of Minneapolis, representing Buttrey stores, re- 
commended that legislation regulating revolving charge accounts should 
require that terms of such contracts be clearly indicated in the contract 
so that the customer will know what he is being charged. As to the 
amount of service charges and interest rates. McGregor contended that 
competition would keep them in line. 

A. O. Turek of Minneapolis, representing Sears, Roebuck & Co., also 
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advocated that all such contracts should have a “full disclosure” of 
charges. 

R. M. Hutter, manager of the Sears store in Fargo agreed that “if 
we (the merchants) get out of line the customers will soon bring us 
back in line—competition is a great leveler.” He declared that revolving 
charges are “almost a necessity today” in the retail business. 

Alex Lind of Jamestown, speaking for the North Dakota Farmers 
Union, said he was opposed to retail interest charges or service charges 
of any kind. He said that among some 200 Farmers Union business estab- 
lishments in the state, no such charges are made. 

Replying to a committee question, McGregor said the national aver- 
age of uncollected accounts is about % per cent and that North Dakota's 
was lower. 

Michael Herbst of the Herbst Department Store, Fargo, and area 
representative for the National Retail Merchants Association, noted that 
long-term receivables are more costly than 30-day charge accounts. 

M. A. Agather of Minneapolis, general credit manager for Gamble- 
Skogmo Co., emphasized his view that any law regulating charge ac- 
counts would have to recognize the costs involved in handling such 
accounts, if they were to be maintained. 


TEXAS: In the face of stringent new regulations and reduced rates 
on credit insurance which were put into effect May 1 by the State 
Board of Insurance, many small loan operators in Texas reportedly 
have shifted into brokerage or certificate plan operations. 

Assistant State Attorney General Larry Jones, who headed an investi- 
gation by the attorney general’s staff into small loan and credit insurance 
operations, said his office received several reports that numerous loan 
companies had abandoned the credit-insurance type of business and 
turned to the so-called brokerage operation. Since there is no state 
regulation of ordinary small loan companies in Texas, no definite figures 
were available as to how many have switched to the brokerage plan. 

Meanwhile, records of the State Department of Banking and the 
State Securities Board revealed that many loan companies have been 
switching to certificate-plan operators. 

Under the brokerage plan, the loan company purports to act as an 
agent for the borrower in finding him a loan, for which it charges a 
brokerage fee. The Texas Supreme Court has held that for such a 
plan to be legal, the broker must actually render services to the bor- 
rower and his charges must be reasonable for actual services rendered. 

In the certificate plan of operation, a lender loans money and takes 
his interest in advance. At the same time he sells the borrower an in- 
vestment certificate for the amount of the loan, including interest. The 
certificate is pledged as security for the loan and the borrower pays 
for the certificate in installments. 
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The certificate and the loan mature at the same time, with the bor- 
rower having the option of using the investment certificate to pay off 
the loan or paying it off from other funds. The plan results in the 
borrower’s paying a total charge much greater than the 10 per cent 
interest limit set in the state constitution for regular loans. 

Although the state attorney general and State Banking Department 
officials believe the certificate plan is unconstitutional, the legislation 
permitting it has been upheld by two Texas courts of civil appeals. The 
attorney general plans to file a suit next fall and take the issue to the 
State Supreme Court for a test, but it will probably take about two years 
to get a final decision. 


WEST VIRGINIA: An opinion handed down by the West Virginia 
Supreme Court reversed a Circuit Court ruling assessing stock of the 
Kanawha Valley Bank of Charleston at 100 per cent of actual value. 

The high court acted on the basis of evidence that other classes of 
property in the county were assessed at around 40 per cent. Therefore, 
the court said, the 100 per cent level on bank stock violated a state 
constitutional provision which stipulates: 

“No one species of property from which a tax may be collected shall 
be taxed higher than any other species of property of equal value. .. .” 

Prior to the court decision, at least some assessors had thought the 


constitution required a uniform assessment level within each class of 
property—but not necessarily uniformity as between all four classes. 





TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 
estates, descent, distribution and corporate fiduciaries 


Constructive Trustee May Execute Lease and be Liable for Profits 
Therefrom 


Allison v. Allen, Oklahoma Supreme Court, May 13, 1958 


In a prior legal proceeding A had been declared the constructive 
trustee of certain real property for the benefit of R. Thereafter, while 
A was still record owner of the’ trust property, he leased oil and gas 
rights thereto and received a bonus from the lessee. R sought to re- 
cover the amount of the bonus from A. A lower court held that A, 
as a constructive trustee, had no title to the property and that the 
lease was ineffective. The lessee thus being a trespasser, R would have 
to proceed against him. On appeal, HELD: R is entitled to re- 
ceive the bonus from A. A had record title to the trust property and 
could execute a valid lease. A’s liability to R as his constructive trustee 
is not based on injury to the trust property but on equitable rules which 
prohibit the constructive trustee from receiving a gain or profit by rea- 
son of his conduct and position. 


‘No Award For Services by Interested Third Parties in Will Contest 


Proudfit v. Coons, Colorado Supreme Court, May 12, 1958 


Certain objecting persons were successful in having decedent’s second, 
later will denied admission to probate. However, an earlier will in 
which they had no interest was admitted to probate. They brought 
an action for an award of attorneys’ fees from the estate for their serv- 
ices in preventing probate of the second will. HELD: An award 
for attorneys’ fees cannot be granted. The action to prevent probate 
of the second will was an adversary proceeding by the successful ob- 
jectants who were only interested in obtaining intestate administration 
of the estate. They did not object on behalf of the will that was ad- 
mitted to probate and are not entitled to a fee from the estate created 


by that will. 
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Alternative Methods of Computing Trustee’s Liability For Wrongful 
Retention of Trust Funds 


New England Trust Company v. Triggs, Massachusetts Supreme Judicial Court, May 6, 1958 


A trustee had been held liable for failing to invest trust funds for an 
unreasonable time and for retaining such funds in its commercial depart- 
ment. The court had ordered the trustee to account for “the profits 
which resulted from such withholding, or alternatively for the fair value 
of the use of the money.” In a proceeding for further explanation of 
how the trustee’s liability should be computed, HELD: The correct 
method of computing the percentage of profits “which resulted from 
such withholding” is to determine the percentage that the commercial 
department’s net operating earnings after taxes bore to the deposits 
in the years involved. The alternative method of computing liability 
is to apply to trust principal the rate of interest which the trust com- 
pany would have had to pay had it borrowed equivalent sums from other 
sources. 


Facts Establishing ‘‘Fair and Reasonable” Gift of Bank Account 


Jones v. Selvaggi, Maryland Court of Appeals, March 3, 1958 


Before he died decedent sent a written order to his bank, together 
with the pass book, directing the bank to transfer his savings account 
to a joint account in the name of a friend and decedent, subject to 
decedent’s order only and payable to the survivor. Decedent had also 
made an outright gift of another bank account to the same friend. After 
decedent died his executor sought to recover both bank accounts from 
the friend. HELD: The executor may not recover. A confidential 
relationship existed between decedent and the friend. Where a confiden- 
tial relationship exists, the confidant must show that the transaction 
was fair and reasonable. In this case decedent had no relatives; the 
beneficiaries under his will had largely ignored him; the friend had 
been decedent’s only companion during his last illness; and for years 
the friend had been kind and generous to decedent. These facts create 
an inference that decedent had meant to reward the friend, and under 
the circumstances the gifts of the bank accounts were fair and reasonable. 
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No Payment to Guardian Without Ancillary Administration 


In re City Bank Farmers Trust Co.; In re Kiessling, New York County Supreme Court, 
139 New York Law Journal 6, April 14, 1958 


A corporate co-trustee sought court authorization to distribute an 
infant’s share of the trust directly to the infant’s father, who was a 
co-trustee and also, by appointment of a California court, the infant's 
general guardian. HELD: Despite the corporate co-trustee’s willing- 
ness to pay directly, the broad language of the trust instrument au- 
thorizing payment to the parent, and the assurance of protection under 
California law, direct payment of the trust fund to the father cannot 
be allowed. The infant is domiciled in a foreign state and would not be 
under the jurisdiction of the instant court once payment was made. 
Since the guardian-father is also domiciled in that foreign state the 
instant court would lose all control over the trust fund and its applica- 
tion. Ancillary proceedings by the guardian-father in his state of 
domicile are necessary before payment can be made to him. 


Rent, Unlike Interest, Accrues in its Entirety on Day Due 


Rogoski v. McLaughlin, Arkansas Supreme Court, May 5, 1958 


A wife received quarterly distributions of trust income from the 
rentals of a building in which she had a beneficial interest. She died 
on March 18, 1956 and left her interest in the building to her husband 
for life. The husband died July 21, 1956. The husband’s executrix 
claimed the husband's estate was entitled to the rental income which 
had accrued during the first three months of 1956. HELD: The hus- 
band’s estate is entitled only to the portion of rental income which 
accrued after the wife’s death in that quarter. In computing the estate’s 
fractional interest in that quarter's accrued rent, the common law rule 
is that rent, unlike interest, accrues in its entirety on the day the rent 
is due and not on a day by day basis. 





TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 


No Capital Gains Tax On Gains In Estates of Nonresident Aliens 


Revenue Ruling 58-232, 1.R.B. 1958-20, May 19, 1958, p. 18 


Question was presented whether the gain from the sale or exchange 
of the capital assets of a deceased nonresident alien’s estate is subject 
to the tax of 30% on capital gains of nonresident aliens temporarily 
present in the United States (Section 871(a)(2) of the 1954 Code), 
where the ancillary or the domiciliary representative of such estate is 
present in the United States during the taxable year in which the gain 
is realized. The above Ruling states that “gains from the sale or ex- 
change of the capital assets of the estate of a deceased nonresident 
alien, not engaged in trade or business in the United States, are not 
subject to the tax imposed by Section 871(a)(2) of the Code, irrespective 
of the presence in the United States of the ancillary and/or the domicil- 


iary representative of the estate during the year in which such gains 
were realized.” 


No Deduction When Value of Charitable Remainder Cannot be 
Accurately Determined 


Girard Trust Corn Exchange Bank v. Commissioner of Internal Revenue, Tax Court of the 
United States, May 29, 1958 


The income of a $25,000 testamentary trust was paid to an individual 
for her life, and at her death principal went to four charitable institu- 
tions. The trustees were authorized to invade principal for the life 
beneficiary in the event of illness or emergency, and they did so 
invade in order to assure the life beneficiary $125 a month, the sum 
decedent had always given her while alive. When the life beneficiary 
died principal had been invaded in the amount of $1,568.58, plus $507.59 
for funeral expenses. In computing the estate tax charitable deduction 
to which decedent’s estate was entitled for the charitable trust, the 
trustees claimed the entire trust principal, less the sum of $2,594.25 as 
being at decedent’s death the probable extent of invasion for the life 
beneficiary's benefit, based upon a life expectancy of 1.66 years. HELD: 
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The estate is entitled to no charitable deduction. No reasonably ac- 
curate determination can be made of the value of the charitable re- 
mainder at the time of decedent’s death. 


Discretion in Trustees to Invade Corpus Disqualifies Trust 
For Marital Deduction 


Dexter and Fiduciary Trust Company v. United States of America, United States 
District Court, District of Massachusetts, March 27, 1958 


Decedent’s will created a trust for his wife, income for her life plus 
$1,000 quarterly from corpus: The trustees were also authorized to make 
such additional payments of principal to the wife “as she may request 
in writing . . . I urge upon my trustees in exercising the powers .. . 
to bear in mind my earnest wish that it is my chief wish to protect my 
wife against privation rather than to maintain a maximum fund for 
final distribution.” Issue arose as to whether such language gave the 
wife such an unlimited power to invade trust corpus that the trust 
qualified for the estate tax marital deduction. HELD: The trust does 
not qualify for the marital deduction. Decedent’s language addressed 
to his trustees with respect to his earnest wish to protect his wife “im- 


plies that the trustees have a discretionary right to refuse to make a 
payment which the widow earnestly desires, although the testator hopes 
this right will not be too readily invoked. . . . Under the plain provi- 
sions of [the] will, his widow's right to appoint or invade the corpus 
depends upon the discretion of his testamentary trustees. She has no 
power ‘exercisable by’ her ‘alone and in all events.’” 


State Court Decree Cures Inadvertent Failure to Create Marital Trust 


National Bank of Commerce of Norfolk v. The United States of America, 
United States District Court, Eastern District of Virginia, April 16, 1958 


Twenty days prior to decedent’s death he executed a will which but 
for an inadvertent, clerical error in preparation would have created a 
trust that qualified for the federal estate tax marital deduction. Dece- 
dent's widow brought a state court proceeding against her daughter- 
beneficiary in which it was held that it had been decedent’s intention 
to create a trust which would qualify for the marital deduction and 
that the widow took the property in accordance with such intention 
and as if no clerical error had been made. In a federal estate tax pro- 
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ceeding, HELD: The state court proceeding is conclusive in deter- 
mining that decedent successfully created a trust which qualifies for 
the estate tax marital deduction. “It is undoubtedly true that tax motives 
played a part in the institution of the state court action, but it is also 
apparent that substantial property rights were adjudicated in favor of 
the widow and against the daughter.” Nor is there merit to the con- 
tention that no effect should be given to the state court proceeding 
because it was non-adversary in nature. The proceeding “substantially 
and adversely affected the property rights” of the beneficiaries. 


Employee’s Relinquishment of Rights in Nonexempt Pension Plan 


Revenue Ruling 58-307, 1.R.B. 1958-25,p. 16 


Advice was requested as to the federal gift tax consequences arising 
out of the relinquishment by an employee of all his vested rights to the 
amount of his contributions to an employees’ nonexempt, contributory 
pension or profit-sharing plan credited to his account. Contributions to 
the trust by the employer, were credited to the names of the employees 
in a “B” account, and when an employee relinquished his rights thereto 
the amount so released was reallocated to the then existing “B” accounts 
of remaining participating employees. The above Ruling states that 
inasmuch as the relinquishing employee is over 60, his interest in the 
“B” account is “vested” (under the plan) to the degree that his transfer 
of his rights in the account to the trustees constitutes a gift, and the 
remaining participants under the plan are donees of the gift. “However, 
since the trustees under the plan have broad discretion in the allocation 
of such relinquished trust funds, the value of the gift to any one donee 
is not susceptible of determination and, therefore, no exclusion is al- 
lowable with respect to the gift.” 





INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 


Commercial Bank 
Investment Policy 
OWER long-term interest rates 
contribute to business recovery 
by stimulating construction of pri- 
vate projects, public works and 
home building. And since a rising 
demand for long-term bonds tends 
to depress long-term rates, some 
economists would encourage all 
investors, including commercial 
banks, to buy such issues. 

As a matter of fact, there are 
some who strongly recommend 
commercial bank purchase pro- 
grams of long-term obligations. 
Here is their reasoning. Such a 
policy on the part of commercial 
banks would contribute to recovery; 
also, it would restrain later in- 
flationary developments. The theory 
is that inflation is accompanied by 
losses in capital values, and this 
would tend to freeze the bonds in 
the banks. 

This view is not illogical. How- 
ever, Karl R. Bopp, president of 
the Federal Reserve Bank of Phila- 
delphia, does not regard it as ac- 
ceptable. He does not feel that 
commercial banks should be en- 
couraged to ignore their internal 
liquidity positions even in reces- 
sions. The essential role of the 
commercial banks, declares the Re- 
serve Bank officer, differs from the 
role of those whose principal func- 
tion is long-term investment. 

For example, the true long-term 
investor can ride out a temporary 
loss in capital values. On the other 
hand, the commercial banker is al- 
ways faced with deposit withdrawal 
possibilities and with prospective 


borrowing demands from his cus- 
tomers. And these developments 
are likely to occur at precisely the 
time when long-term bond prices 
are depressed. 

Mr. Bopp concedes that these 
shortcomings do not disturb those 
minority economists who urge long- 
term bond buying by commercial 
banks for the good of the economy. 
As a matter of fact, they visualize 
this possible embarrassment as an 
advantage rather than as a draw- 
back. It is their opinion that, when 
activated, restrictive monetary 
policy would become more effective 
because greater pressure would be 
put on the banks. “I have a hunch, 
however,” Mr. Bopp slyly observes, 
“that they are more expert at con- 
structing economic models than at 
managing either commercial or 
central banks.” 

Mr. Bopp does not imply that 
commercial banks should confine 
their investments exclusively to 
securities of very short maturity. 
He is well aware of the fact that 
many commercial banks hold sub- 
stantial amounts of savings deposits 
and, to pay reasonably competitive 
rates on such deposits, they must 
invest in longer-term obligations— 
especially when short-term rates are 
low. He also recognizes the prob- 
lem of maintaining earnings in 
periods of slack loan demand and 
low rates. However, what he does 
suggest, during times of expansion 
of a commercial bank's investment 
portfolio, is an attempt to achieve 
a maturity distribution that will 
meet the institution’s foreseeable 
needs. He would not have the 
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banks sacrifice adequate liquidity 
for immediate earnings, nor have 
them look to the Federal Reserve 
System for rescue from errors com- 
mitted in investment policy. 

Responsibilities of a Bank Director 


The Bank Director's Responsi- 
bility: A High Public Service is the 
title of a brochure detailing over 
sixty law excerpts affecting bank 
directors. Issued by the New York 
State Banking Department, the 
manual does not purport to com- 
pletely define all elements of re- 
sponsibility. However, highlighting 
the more important laws as related 
to directors’ duties, it is offered as 
an easy guide for them in their day- 
to-day activities. 

One important general principle 
relates to a knowledge of the law. 
A bank director should assure him- 
self that his institution is conducted 
with full observance of the law. He 
should familiarize himself with the 
major requirements of the Banking 
Law, and specifically those pro- 
visions which pertain to bank di- 
rectors. In court, ignorance of the 
law is not a permissable plea. Also, 
the bank director should insist that 
management obtain competent 
legal advice. 

The matter of reliance on ex- 
ecutive officers may also pose a 
problem. Too often, it is pointed 
out, a forceful executive will at- 
tempt to use the board of directors 
as a rubber stamp for his own de- 
cisions and actions. And a director 
who accepts such a situation not 
only destroys his own function but 
his value to the institution as well. 
It is true that a director must ne- 
cessarily rely on the chief officers, 
but he must never abdicate his con- 
trol and responsibility for major 
policies. A director should insist on 
reports by management sufficiently 


LAW JOURNAL 


detailed to permit independent de- 
cisions on the basis of all the rele- 
vant facts and considerations. 

Official examination reports 
should be carefully reviewed. As a 
result of long and intimate experi- 
ence, the examining authorities 
know what constitutes sound opera- 
tion of a bank, as well as full com- 
pliance with the law. The most 
careful attention should be paid to 
the examiners’ comments regarding 
the conduct of the institution. 

Favoritism must be avoided. 
Favoritism to influential individuals 
is a policy that generally leads to 
unsound credit extensions, exces- 
sive loans to officers, and similar 
malpractices. Acquiescence in such 
activities is a distinct breach of a 
director's responsibility, from which 
the most harmful consequences 
may ensue to the institution and to 
the community which it is expected 
to serve. 

Regular attendance at board 
meetings is essential. It is most 
important to note that bank di- 
rectors are not exempt from per- 
sonal liability for actions of the 
board on the grounds that they 
were absent when a particular de- 
cision was taken. Of necessity, a 
bank director must keep himself 
fully informed of all acts of the 
board because he is equally liable 
with his fellow members—regard- 
less of whether he was present at a 
particular meeting or not. 

Although a bank director must 
rely on executive officers to carry 
out the bank’s policies, “he must 
never allow himself to become an 
echo of their decisions. He is ex- 
pected to provide leadership,” as- 
serts the New York State booklet, 
“a quality which requires both 
knowledge and an active interest in 
the affairs of the institution. His is 
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not merely an honorary position.” 
School Bond Proposals 


Some concern has been expressed 
in educational circles that the re- 
cession has made voters less recept- 
ive to school bond proposals. How- 
ever, these fears appear to be 
overstated, according to data 
gathered by the Investment Bank- 
ers Association of America. 


National bond elections for the 
first six months of this year are by 
no means indicative of an adverse 
trend. During the first half of 1958, 
the voters approved $613 million 
in bonds for elementary and sec- 
ondary schools, which total was 
76.7 per cent of the bonds submit- 
ted for approval. Corresponding 
figures for the first half of 1957— 
before the recession started, 
showed approval of $651 million 
such obligations, or 77.5 per cent of 
the bonds voted upon. In other 
words, both the percentage and 
dollar amounts of school bonds ap- 
proved during the first half of this 
year were about the same as last 
year’s performance. 


Public and Private Debts 


The July New England Letter of 
the First National Bank of Boston 
examines our growing debt. It notes 
that net public and private debt 
outstanding at the end of 1957 to- 
talled $726 billion. This was an in- 
crease of 74 per cent over the $417 
billion at the close of 1947. 


Widely varying performances 
were displayed by the two major 
categories of debt. Net public debt 
rose only 14 per cent, with a frac- 
tional increase in Federal Govern- 
ment and agency accounts; on the 
other hand, state and local units 
more than tripled their liabilities. 
Private debt, however, rose by 153 
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per cent; amounts owed by individ- 
uals more than tripled and those by 
business more than doubled. 

Our ability to support the bur- 
den of the enlarged debt, notes the 
Letter, “is not susceptible to ease 
of measurement nor ready agree- 
ment.” Gross national product and 
national income increased by 87 
and 82 percent, respectively, from 
1947 to 1957—which appears to 
compare favorably with a 74 per 
cent increase in net debt. But tak- 
ing into consideration the fact that 
private debt rose 153 per cent, the 
comparison is less favorable. Fur- 
thermore, on a price adjusted or 
constant level basis, the average 
annual rate of private debt increase 
was 10 percent for the decade, or 
just about double that in the pri- 
vate product. 

Another measurement is the net 
interest item in the national income 
accounts. In 1957, the net interest 
item was about three times as great, 
on an absolute basis, as in 1947; on 
a relative basis, it was about double. 
Total private debt, about three- 
fourths of national income in 1945, 
overtook it in 1955. Last year, it 
exceeded national income by one- 
fourth. 

Of course, financial resources of 
individuals have also expanded at 
an impressive pace—by about $90 
billion from 1948 to the last year- 
end, when the total exceeded $300 
billion. These financial assets com- 
prised currency and bank deposits, 
savings and loan association shares, 
and U. S. and other government 
securities. The ratio of individual 
financial assets to individual debt 
was 1.35:1 at the close of 1957, 
but this compared with a 3:1 ratio 
for 1948. 

All corporations, excluding fi- 
nancial, increased their net working 
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capital from 1948 to 1957 by 58 per 
cent to $108 billion. This was equi- 
valent to slightly less than 50 cents 
of working capital for each $1 of 
debt in 1957, as against nearly 60 
cents a decade earlier. But because 
one-third of the increase in current 
assets was accounted for by inven- 
tories, the ratio of readily realiz- 
able assets was considerably less 
favorable. 

“These large financial assets seem 
a source of strength when contem- 
plating the size and burden of the 
debt. But this view must be tem- 
pered,” states the Boston bank, “by 
the deterioration in the relative re- 
lationships and the accompanying 
decline in liquidity. Furthermore, 
considerable evidence points to the 
fact that the individuals who pos- 
sess substantial liquid assets are not 
the same as the large debtors. And 
it seems likely that this may, to an 
extent, be true among the business 


“Broadly, the creators of debt 
have been impelled over the past 
decade by a desire to consume be- 
fore producing and saving. Partly, 
this has been a cause of, and partly 
a response to, the inflationary pres- 
sures we have experienced. Since 
all of these debts are likewise assets 
for other parts of the economy, a 
period of readjustment like the 
present can be extremely valuable 
in allowing us to reappraise the 
route we have travelled so swiftly.” 


The Dollar 


The Federal budget may play an 
important role in international ap- 
praisal of the dollar. Materializa- 
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tion of an era of large and uncon- 
trollable budget deficits would not 
only have inflationary implications 
here at home but would also add to 
the uncertainty abroad with respect 
to the ability and intent of the 
United States to maintain the inter- 
national purchasing power of the 
dollar over the long run. Under 
such conditions, states the Bankers 
Trust Company of New York, it is 
not inconceivable that foreign 
funds could be withdrawn from this 
country in greater amounts than 
seem likely under present circum- 
stances. Such an outflow could be 
amplified by strong speculative 
movements, with consequent dis- 
turbing inroads on this nation’s gold 
reserves. 

But even if acute fiscal emergen- 
cies are avoided, recent trends are 
indicative of a long-term hazard. 
This hazard is the rise in produc- 
tion costs that we have been ex- 
periencing, a development which 
may price more and more of our 
exports out of world markets. In the 
past, notes the Bankers Trust Com- 
pany, this prospect has been ob- 
scured by the parallel and gen- 
erally more rapid progress of in- 
flation among other leading nations. 
However, various countries have 
already demonstrated their deter- 
mination to bring the inflationary 
boom under control and to adjust 
their economies to the discipline of 
international payments. “Should we 
fail to cope with rising costs and 
prices in the United States,” it is 
observed, “our balance of payments 
could hardly escape deterioration 
over the years.” 
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BOOKS FOR BANKERS 


THE LAW OF MOBILE HOMES. 
Barnet Hodes and G. Gale Rob- 
erson. Commerce Clearing 
House, New York, 1957, Pp. 450. 
$14.75. The production, sale and 
financing of mobile homes has 
over the last ten years become 
big business. In 1956 some 120,- 
000 units were produced and 
total sales of mobile- homes 
amounted to over $501 million. 
Since the war a substantial body 
of law has been built up sur- 
rounding this relatively unusual 
part of residential housing and 
has assumed such proportions 
that it was in order for Messrs. 
Hodes and Roberson, who have 
represented a national association 
of mobile home manufacturers, 
to compile a 450 page on this 
aspect of the law. The book 
covers every major topic in this 
area, including references not 
only to cases but also to mobile 
homes statutes in every state. 
Bankers will be interested in the 
chapter on the contractual rela- 
tionship between manufacturers, 
dealers and finance companies. 


BILLS AND NOTES, Cases and 
Materials with Statutory Supple- 
ment. William D. Hawkland. The 
Foundation Press, Inc., Brooklyn, 
1956. Pp. 517, $9.00. The author 
reveals in his preface that the 
organization of this casebook is 
functional and not conceptual, 
that is, the organization is based 
on various negotiable instru- 
ments instead of the concepts 
which supposedly apply to all 
such instruments. The work is 
simply written and short, for the 





author’s apparent purpose is to 
provide something manageable 
for the compressed courses in 
Bills and Notes that are presently 
offered in law school curricula. 
Consequently, the work deals 
with the basic essentials of nego- 
tiable instruments law. To fur- 
ther this purpose, a somewhat 
novel feature is introduced by 
including suretyship materials in 
order to eliminate any mystery 
concerning the applicability of 
that subject to the area of Bills 
and Notes. Part I of the case- 
book is concerned with Notes 
and Bonds, and, it includes the 
following chapters: (1) The Con- 
cept of Negotiability, (2) Lia- 
bility of Parties to the Promis- 
sory Note, (3) Consequences of 
Indorsements Other than the 
Liability of the Indorsers, (4) 
Defenses and Claims of Owner- 
ship, (5) The Effect of Ne- 
gotiable Instruments Law on De- 
fenses and Rights of a Surety 
Who is Also a Maker or Indorser. 
Part II is concerned with Drafts, 
and Part III is concerned with 
Checks. The Statutory Supple- 
ment includes the Uniform Ne- 
gotiable Instruments Law, The 
Bank Collection Code, and selec- 
tions from the Uniform Com- 
mercial Code. 


INVESTMENT BANKING FUNC- 


TIONS. By Melvin H. Water- 
man. Bureau of Business Re- 
search, Univ. of Michigan, Ann 
Arbor, Mich. 1958. Pp. 190. $4.00. 
This volume, based on the great 
mass of source material de- 
veloped in the Government’s 
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antitrust case against prominent 
investment banking firms and 
other extensive research, fills a 
great void in finance literature. 
An up-to-date, authoritative work 
on investment banking, lacking 
for so many years, now appears 
by virtue of Professor Water- 
man’s painstaking efforts. In- 
cluded is a concise history of in- 
vestment banking in this country, 
a discussion of investment 
banker techniques and services, 
as well as an evaluation of func- 
tions and operations. Charts and 
tables provide ample and per- 
tinent illustrations. 


BUSINESS LAW. Text and Cases. 
Gerald O. and Lillian G. Dykstra. 
Pitman Publishing Corp., New 
York, 1958. Pp. 983. $9.00. This 
is the second edition of a book 
on the subject of business law 
which has received great accept- 


ance among business men who 
want a general education in the 
legal aspects of day-to-day busi- 


ness transactions. It was de- 
signed, according to the authors, 
to help teach a course that will 
contribute to the making of an 
intelligent client for the practic- 
ing lawyer. This book is divided 
into several sections of text and 
cases, including sections on Con- 
tracts, Agency, Partnerships, Cor- 
porations, Bailments, Sales and 
Negotiable Instruments. 


CREDIT MANUAL OF COM- 
MERCIAL LAWS, 1958. Na- 
tional Association of Credit Men. 
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New York. Pp. 683. $12.00. For 
regular readers of THE BANK- 
ING LAW JOURNAL this book 
needs no introduction. It has 
been highly recommended in this 
column for the last three years 
as an extremely handy book for 
bankers and financial executives 
who have need for a reference 
book of laws and statutes con- 
cerning not only the extension of 
credit but of the financial world 
generally. The 1958 edition con- 
tains summaries of important 
federal legislation and up-to-date 
information on such topics as 
contracts, bankruptcy, uniform 
laws, sales, community property 
laws, secured transactions, con- 
ditional sales contracts, nego- 
tiable instruments laws and many 
others. 


ACCOUNTS RECEIVABLE FI- 


NANCING AS A METHOD OF 
BUSINESS FINANCE. Clyde 
William Phelps. Commercial 
Credit Company. Baltimore. 
1957. Pp. 65. This is the second 
in a series of studies in com- 
mercial financing published by 
the Commercial Credit Com- 
pany. It is an introduction to the 
subject of accounts receivable 
financing which includes the na- 
ture and origin of such financing, 
the reasons for its widespread 
use, the costs involved, the sup- 
plemental financing services 
which are offered in conjunction 
with it and the recent trends in 
the field of accounts receivable 
financing. 





An expert in 
check-out helped 
us check up 


A test pilot of ours asked: “Wh 
can’t we rig it so I can buy U.S. 
Savings Bonds out of my salary, 
automatically?” 

We've had Payroll Savings for 
years. We decided to check up 
and see how many other people 
on our staff had never heard 
about the Plan. 

A telephone call to our State 
Savings Bond Director was all 
we needed. He conducted a sur- 
vey straight through our com- 

any an put an application 
lank in the hands of every single 
employee. 

The way our people responded 
was inspiring. They proved that 
the average American wants the 
fine investment security that U.S. 
Savings Bonds provide. 

Today there are more Payroll 
savers than ever before in peace- 
time. Your State Director will be 
happy to help you install a Pay- 
roll Savings Plan or build vi 
ment in one already existing. 
Look him up in the phone boo 
or write: Savings Bonds Divi- 
sion, U.S. Treasury Dept., Wash- 
ington, D. C. 
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